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I. INTRODUCTION AND PURPOSE

Q. PLEASE STATE YOUR NAME, AFFILIATION, AND BUSINESS ADDRESS.1 

A. My name is Robert B. Hevert.  I am Partner of ScottMadden, Inc. (“ScottMadden”).2 

My business address is 1900 West Park Drive, Suite 250, Westborough, Massachusetts, 3 

01581.4 

Q. ON WHOSE BEHALF ARE YOU SUBMITTING THIS TESTIMONY?5 

A. I am submitting this testimony (“Direct Testimony”) to the Public Service 6 

Commission of South Carolina (“Commission”) on behalf of South Carolina Electric & 7 

Gas Company, referred to throughout my Direct Testimony as “SCE&G,” or the 8 

“Company.”9 

Q. PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND.10 

A. I hold a Bachelor’s degree in Business and Economics from the University of 11 

Delaware, and an MBA with a concentration in Finance from the University of 12 

Massachusetts.  I also hold the Chartered Financial Analyst designation.13 

Q. PLEASE DESCRIBE YOUR EXPERIENCE IN THE ENERGY AND UTILITY14 

INDUSTRIES.15 

A. I have worked in regulated industries for more than thirty years, having served as 16 

an executive and manager with consulting firms, a financial officer of a publicly traded 17 

natural gas utility (at the time, Bay State Gas Company), and an analyst at a 18 

telecommunications utility.  In my role as a consultant, I have advised numerous energy 19 

and utility clients on a wide range of financial and economic issues, including corporate 20 

and asset-based transactions, asset and enterprise valuation, transaction due diligence, and 21 

strategic matters.  As an expert witness, I have provided testimony regarding various 22 
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financial and regulatory matters in more than 250 proceedings before numerous utility 1 

regulatory agencies, including the Federal Energy Regulatory Commission and the Alberta 2 

Utilities Commission.  A summary of my professional and educational background, 3 

including a list of my testimony in prior proceedings, is included as Attachment A to my 4 

Direct Testimony.5 

II. PURPOSE AND OVERVIEW OF DIRECT TESTIMONY

Q. WHAT IS THE PURPOSE OF YOUR DIRECT TESTIMONY?6 

A. The purpose of my Direct Testimony is to provide an estimate of the Company’s7 

current market-required Return on Equity (“ROE” or “Cost of Equity”).  I then compare 8 

that market-required return with the pro forma Return on Equity under four different 9 

scenarios: (1) the “Customer Benefits Plan”; (2) the “No Merger Benefits Plan”; (3) the 10 

“Base Request”; and (4) the “Experimental Rates” that would result under Act 258 enacted 11 

by the South Carolina General Assembly on June 28, 2018 (the “Act”) if such rates are 12 

made permanent. My analyses and conclusions are supported by the data presented in 13 

Exhibit No.___(RBH-1) through Exhibit No.___(RBH-6), which have been prepared by 14 

me or under my direction.15 

Q. WHAT ARE YOUR CONCLUSIONS REGARDING THE MARKET-REQUIRED 16 

RETURN ON EQUITY FOR A COMPANY SUCH AS SCE&G?17 

A. My analyses indicate that Company’s Cost of Equity currently is in the range of 18 

10.25 percent to 11.00 percent.  Based on the quantitative and qualitative analyses 19 

discussed throughout my Direct Testimony, I conclude that an ROE of 10.75 percent is 20 

most reasonable and appropriate. The pro forma effect of the Experimental Rate, if made 21 

permanent, however, would reduce the Company’s ROE to a level far below the lowest 22 
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return authorized for any vertically integrated electric utility since at least 1980.1 Such a1 

return clearly fails to meet the Comparable Risk, Capital Attraction, and Financial Integrity 2 

standards established by Federal Power Comm’n v. Hope Natural Gas Co., 320 U.S. 591 3 

(1944) (“Hope”) and Bluefield Water Works and Improvement Co. v. Public Service 4 

Comm’n. 262 U.S. 679, 692 (1923) (“Bluefield”).  By my plain reading of those standards, 5 

the pro forma return that would result under the Experimental Rate, if made permanent, is6 

neither just nor reasonable, and, in my opinion, is confiscatory on its face.7 

Q. PLEASE PROVIDE A BRIEF OVERVIEW OF THE ANALYSES THAT LED TO 8 

YOUR ROE RECOMMENDATION. 9 

A. As discussed in more detail in Section VII, in light of recent market conditions, and 10 

given the fact that equity analysts and investors tend to use multiple methodologies in 11 

developing their return requirements, it is important to consider the results of several 12 

analytical approaches in determining the Company’s ROE.  To develop my ROE estimate,13 

I therefore considered the Constant Growth and Multi-Stage forms of the DCF model, the 14 

Capital Asset Pricing Model (both the traditional and empirical forms), and the Bond Yield 15 

Plus Risk Premium approach.16 

Q. HOW IS THE REMAINDER OF YOUR DIRECT TESTIMONY ORGANIZED?17 

A. The remainder of my Direct Testimony is organized as follows:18 

Section III – Provides a summary of my conclusions and recommendations;  19 

Section IV – Discusses the regulatory guidelines and financial considerations 20 

pertinent to the development of the cost of capital; 21 

 
1 Source: Regulatory Research Associates.
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Section V – Explains my selection of the proxy group of electric utilities used to 1 

develop my analytical results;2 

Section VI – Explains my analyses and the analytical bases for my ROE 3 

recommendation;4 

Section VII – Highlights the current capital market conditions and the effect of 5 

those conditions on the Company’s Cost of Equity; and6 

Section VIII – Discusses the pro forma effect of the Customer Benefits Plan, the 7 

No Merger Benefits Plan, the Base Request, and the Experimental Rates, if made 8 

permanent, on the Company’s earned ROE.9 

III. SUMMARY OF CONCLUSIONS

Q. WHAT ARE THE KEY FACTORS CONSIDERED IN YOUR ANALYSES AND 10 

UPON WHICH YOU BASE YOUR RECOMMENDED ROE?11 

A. My analyses and recommendations considered the following:12 

The Hope and Bluefield decisions that established the standards for determining a 13 

fair and reasonable allowed return on equity including: consistency of the allowed 14 

return with other businesses having similar risk; adequacy of the return to provide 15 

access to capital and support credit quality; and that the end result must lead to just 16 

and reasonable rates; 17 

The effect of the current capital market conditions on investors’ return 18 

requirements, and in particular, the Company’s need to access the capital markets;19 

and20 

The effect of the Tax Cuts and Jobs Act of 2017 (“TCJA”) enacted on December 21 

22, 2017. 22 
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Q. WHAT ARE THE RESULTS OF YOUR ANALYSES?1 

A. The results of my analyses are summarized in Tables 1a and 1b below.22 

Table 1a: Summary of DCF Results3 

Discounted Cash Flow Mean Low Mean Mean High

Constant Growth DCF

30-Day Constant Growth DCF 8.45% 9.24% 10.12%

90-Day Constant Growth DCF 8.49% 9.29% 10.16%

180-Day Constant Growth DCF 8.37% 9.16% 10.03%

Multi-Stage DCF (Gordon Method)

30-Day Multi-Stage DCF 9.05% 9.23% 9.45%

90-Day Multi-Stage DCF 9.09% 9.28% 9.50%

180-Day Multi-Stage DCF 8.96% 9.14% 9.36%

Multi-Stage DCF (Terminal P/E)

30-Day Multi-Stage DCF 9.40% 9.89% 10.42%

90-Day Multi-Stage DCF 9.53% 10.02% 10.55%

180-Day Multi-Stage DCF 9.19% 9.67% 10.21%

 
2 See Exhibit No.___(RBH-1) through Exhibit No.___(RBH-6).
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Table 1b:  Summary of Risk Premium Results1 
Risk Premium

CAPM Results

Bloomberg 
Derived

Market Risk 
Premium

Value Line 
Derived

Market Risk 
Premium

Average Bloomberg Beta Coefficient

Current 30-Year Treasury (3.11%) 10.13% 10.34%

Near Term Projected 30-Year Treasury (3.48%) 10.50% 10.71%

Average Value Line Beta Coefficient

Current 30-Year Treasury (3.11%) 11.66% 11.91%

Near Term Projected 30-Year Treasury (3.48%) 12.03% 12.28%

ECAPM Results

Bloomberg 
Derived

Market Risk
Premium

Value Line 
Derived

Market Risk
Premium

Average Bloomberg Beta Coefficient

Current 30-Year Treasury (3.11%) 11.53% 11.78%

Near Term Projected 30-Year Treasury (3.48%) 11.90% 12.15%

Average Value Line Beta Coefficient

Current 30-Year Treasury (3.11%) 12.68% 12.95%

Near Term Projected 30-Year Treasury (3.48%) 13.05% 13.33%

Low Mid High

Bond Yield Risk Premium 9.96% 10.03% 10.28%

2 

Based on these analytical results, and in light of the considerations discussed3 

throughout the balance of my Direct Testimony regarding the current capital market 4 

environment and the effect of the TCJA, it is my view that the reasonable range of estimates 5 

is from 10.25 percent to 11.00 percent, and within that range, 10.75 percent is the most 6 

reasonable estimate of the Company’s current Cost of Equity.7 
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IV. SUMMARY OF ISSUES SURROUNDING COST OF EQUITY ESTIMATION IN 
REGULATORY PROCEEDINGS

1 
Q. BEFORE ADDRESSING THE SPECIFIC ASPECTS OF THIS PROCEEDING,2 

PLEASE PROVIDE AN OVERVIEW OF THE ISSUES SURROUNDING THE 3 

COST OF EQUITY IN REGULATORY PROCEEDINGS, GENERALLY.4 

A. In very general terms, the Cost of Equity is the return that investors require to make 5 

an equity investment in a firm.  That is, investors will provide funds to a firm only if the 6 

return they expect is equal to, or greater than, the return they require to accept the risk of 7 

providing funds to the firm.  From the firm’s perspective, that required return, whether it 8 

is provided to debt or equity investors, has a cost.  Individually, we speak of the “Cost of 9 

Debt” and the “Cost of Equity” as measures of those costs; together, they are referred to as 10 

the “Cost of Capital.”11 

The Cost of Capital (including the costs of both debt and equity) is based on the 12 

economic principle of “opportunity costs.” Investing in any asset, whether debt or equity 13 

securities, implies a forgone opportunity to invest in alternative assets.  For any investment 14 

to be sensible, its expected return must be at least equal to the return expected on 15 

alternative, comparable risk investment opportunities.  Because investments with like risks 16 

should offer similar returns, the opportunity cost of an investment should equal the return 17 

available on an investment of comparable risk.  In that important respect, the returns 18 

required by debt and equity investors represent a cost to the Company.19 

Although both debt and equity have required costs, they differ in certain 20 

fundamental respects.  Most noticeably, the Cost of Debt is contractually defined – debt 21 

holders are promised a series of specified interest payments and have a contractual right to 22 

receive the bond’s par value upon maturity. Equity investors have no such assurances -23 
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they hold a security that never matures, receive no repayment of principal from the issuing 1 

firm, and receive dividend payments whose timing and amounts are at the issuing firm’s2 

discretion. Moreover, equity investors have a claim on cash flows only after debt holders 3 

and other creditors are paid.  Because equity investors bear the “residual risk” of ownership 4 

in perpetuity, they take greater risks and require higher returns than debt holders.  5 

Whereas the Cost of Debt can be directly observed, the Cost of Equity must be 6 

estimated based on market data and various financial models.  As discussed throughout my 7 

Direct Testimony, each of those models is subject to certain assumptions, which may be 8 

more or less applicable under differing market conditions.  In addition, because the Cost of 9 

Equity is premised on opportunity costs, the models typically are applied to a group of 10 

“comparable” or “proxy” companies.  The choice of models (including their inputs), the 11 

selection of proxy companies, and the interpretation of the model results all require the 12 

application of reasoned judgment and expertise.  That judgment and expertise should13 

consider data and information that is not necessarily included in the models themselves.  In 14 

the end, the estimated Cost of Equity should reflect the return that investors require in light 15 

of the subject company’s risks, and the returns available on comparable investments.16 

Q. PLEASE PROVIDE A BRIEF SUMMARY OF THE PRINCIPLES ESTABLISHED 17 

BY THE UNITED STATES SUPREME COURT (THE “COURT”) FOR 18 

DETERMINING THE RETURN ON EQUITY.19 

A. Over 90 years ago, the Court established the guiding principles for establishing a20 

fair return for capital in two cases: (1) Bluefield Water Works and Improvement Co. v. 21 

Public Service Comm’n. (“Bluefield”); and (2) Federal Power Comm’n v. Hope Natural 22 

Gas Co. (“Hope”). In Bluefield, the Court stated:23 
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A public utility is entitled to such rates as will permit it to earn a return upon 1 
the value of the property which it employs for the convenience of the public 2 
equal to that generally being made at the same time and in the same general 3 
part of the country on investments in other business undertakings which are 4 
attended by corresponding risks and uncertainties; but it has no 5 
constitutional right to profits such as are realized or anticipated in highly 6 
profitable enterprises or speculative ventures.  The return should be 7 
reasonably sufficient to assure confidence in the financial soundness of the 8 
utility and should be adequate, under efficient and economical management, 9 
to maintain and support its credit, and enable it to raise the money necessary 10 
for the proper discharge of its public duties.311 

The Court therefore recognized that: (1) a regulated public utility cannot remain 12 

financially sound unless the return it is allowed to earn on its invested capital is at least 13 

equal to the Cost of Capital (the principle relating to the demand for capital); and (2) a 14 

regulated public utility will not be able to attract capital if it does not offer investors an 15 

opportunity to earn a return on their investment equal to the return they could expect to 16 

earn on other investments of similar risk (the principle relating to the supply of capital).17 

In Hope, the Court reiterated the financial integrity and capital attraction principles 18 

of the Bluefield case:19 

From the investor or company point of view it is important that there be 20 
enough revenue not only for operating expenses but also for the capital 21 
costs of the business. These include service on the debt and dividends 22 
on the stock.... By that standard the return to the equity owner should 23 
be commensurate with returns on investments in other enterprises 24 
having corresponding risks. That return, moreover, should be sufficient 25 
to assure confidence in the financial integrity of the enterprise, so as to 26 
maintain its credit and to attract capital.427 

In summary, the Court clearly has recognized that the fair rate of return on equity 28 

should be: (1) comparable to returns investors expect to earn on other investments of 29 

 
3 Bluefield, 262 U.S. at 692.
4 Hope, 320 U.S. at 603.
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similar risk; (2) sufficient to assure confidence in the company’s financial integrity; and 1 

(3) adequate to maintain and support the company’s credit and to attract capital.2 

Q. HAS SOUTH CAROLINA APPLIED THE HOPE AND BLUEFIELD 3 

STANDARDS?4 

A. Yes.  The Commission and the South Carolina courts uphold the precedents of the 5 

Hope and Bluefield cases.  Specifically, and by way of example, the standards established 6 

in the Hope and Bluefield decisions were acknowledged by the Commission in an Order 7 

issued in 2010.5 That Order set forth four principles regarding the determination of the 8 

rate of return: 9 

(1) The rate of return should be sufficient to allow SCE&G the 10 
opportunity to earn a return equal to firms facing similar risks;11 
(2) The rate of return should be adequate to assure investors of the 12 
financial soundness of the utility and to support the utility’s credit and 13 
ability to raise capital needed for on-going utility operations at 14 
reasonable cost;15 
(3) The rate of return should be determined with due regard for the 16 
present business and capital market conditions facing the utility;17 
(4) The rate of return is not formula-based, but requires an informed 18 
expert judgment by the Commission balancing the interests of 19 
shareholders and customers.620 

The Hope and Bluefield standards also were recognized and followed by the Supreme Court 21 

of South Carolina in Southern Bell Tel. & Tel. Co. v. Public Service Comm’n of South 22 

Carolina.723 

 
5 Public Service Comm’n of South Carolina, Docket No. 2009-489-E, Order No. 2010-471 dated July 15, 

2010, pp. 28-30.
6 Ibid., at 30 citing Docket No. 2004-178-E, Order No. 2005-2 dated January 6, 2005, p. 85. See also Public 

Service Comm’n of South Carolina, Docket No. 2012-218-E, Order No. 2012-951 dated December 20, 2012, 
pp. 41-42.

7 Southern Bell Tel. & Tel. Co. v. Public Service Comm’n of South Carolina, 244 S.E.2d 278 (1978).
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Q. ASIDE FROM THE STANDARDS ESTABLISHED BY THE COMMISSION AND 1 

THE COURTS, WHY IS IT IMPORTANT FOR A PUBLIC UTILITY TO BE 2 

ALLOWED THE OPPORTUNITY TO EARN A RETURN THAT IS ADEQUATE 3 

TO ATTRACT EQUITY CAPITAL AT REASONABLE TERMS?  4 

A. A return that is adequate to attract capital at reasonable terms enables the utility to 5 

provide safe and reliable service while maintaining its financial integrity.  As discussed 6 

above, and in keeping with the Hope and Bluefield standards, that return should be 7 

commensurate with the returns expected elsewhere in the market for investments of 8 

comparable risk.  That is, a reasonable Return on Equity provides the Company the 9 

opportunity to earn an ROE that is: (1) adequate to attract capital at reasonable terms; (2) 10 

sufficient to ensure its financial integrity so as to maintain and support its credit; and (3) 11 

commensurate with returns on investments in enterprises having corresponding risks. 12 

V. PROXY GROUP SELECTION

Q. AS A PRELIMINARY MATTER, WHY IS IT NECESSARY TO SELECT A 13 

GROUP OF PROXY COMPANIES TO DETERMINE THE COST OF EQUITY 14 

FOR SCE&G?15 

A. First, it is important to bear in mind that the Cost of Equity for a given enterprise 16 

depends on the risks attendant to the business in which the company is engaged.  According 17 

to financial theory, the value of a given company is equal to the aggregate market value of 18 

its constituent business units. The value of the individual business units reflects the risks 19 

and opportunities inherent in the business sectors in which those units operate.  In this 20 

proceeding, we are focused on estimating the Cost of Equity for SCE&G, which is an 21 

operating subsidiary of SCANA Corporation (“SCANA”). Because the ROE is a market-22 
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based concept and SCE&G is not a publicly traded entity, it is necessary to establish a 1 

group of companies that are both publicly traded and reasonably comparable to the 2 

Company in certain fundamental respects to serve as its “proxy” in the ROE estimation 3 

process.4 

Even if SCE&G were a publicly traded entity, it is possible that short-term events 5 

could bias its market value in one way or another during a given period.  A significant 6 

benefit of using a proxy group, therefore, is that it serves to moderate the effects of 7 

anomalous, temporary events that may be associated with any one company.8 

Q. DOES THE SELECTION OF A PROXY GROUP SUGGEST THAT ANALYTICAL9 

RESULTS WILL BE TIGHTLY CLUSTERED AROUND AVERAGE (I.E., MEAN) 10 

RESULTS?11 

A. Not necessarily.  The DCF approach is based on the theory that a stock’s current 12 

price represents the present value of its future expected cash flows.  The Constant Growth 13 

form of the DCF model is defined as the sum of the expected dividend yield and projected 14 

long-term growth.  Notwithstanding the care taken to ensure risk comparability, market 15 

expectations with respect to future risks and growth opportunities will vary from company 16 

to company.  Therefore, even within a group of similarly situated companies, it is common 17 

for analytical results to reflect a seemingly wide range. At issue, then, is how to estimate 18 

a company’s ROE from within that range. Such a determination necessarily must consider 19 

a wide range of both quantitative and qualitative information.20 

Q. PLEASE PROVIDE A SUMMARY PROFILE OF SCE&G.21 

A. SCE&G provides electric generation, transmission, and distribution services in 22 

central, southern, and southwestern portions of South Carolina to approximately 719,00023 
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retail customers.8 As discussed in further detail by SCE&G Witness Ellen Lapson, 1 

SCANA’s current long-term issuer credit rating from Standard & Poor’s (“S&P”) is BBB 2 

(Watch: Negative), Ba1 (Outlook Negative) from Moody’s Investors Service (“Moody’s”),3 

and BB+ (Evolving Watch) from FitchRatings (“Fitch”). SCE&G currently is rated BBB 4 

(Watch: Negative) by S&P, Baa3 (Outlook Negative) by Moody’s, and BBB- (Evolving 5 

Watch) by Fitch. Those ratings reflect recent downgrades by each of the three rating 6 

agencies.  In the cases Moody’s and Fitch, SCE&G’s credit ratings now fall at the lowest 7 

investment grade level; SCANA’s ratings from Moody’s and Fitch are below investment 8 

grade.9 

Q. HOW DID YOU SELECT THE COMPANIES INCLUDED IN YOUR PROXY 10 

GROUP?11 

A. A proxy group should consist of companies with risk profiles comparable to the 12 

subject company.  In selecting a proxy group, my objective was to balance the competing 13 

interests of selecting companies that are highly representative of the risks and prospects 14 

faced by SCE&G, while at the same time ensuring that there is a sufficient number of 15 

companies in the proxy group.  Based on those two considerations, I began with the 16 

universe of companies that Value Line classifies as Electric Utilities, and applied the 17 

following screening criteria:18 

I excluded one company because it does not consistently pay quarterly cash 19 

dividends;20 

I excluded companies that are not covered by at least two utility industry equity 21 

analysts;22 

 
8 SCANA Corp., 2017 SEC Form 10-K, at 5.
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I excluded companies that are not vertically-integrated;1 

I excluded companies whose regulated operating income over the three most 2 

recently reported fiscal years composed less than 60.00 percent of the respective 3 

totals for that company;4 

I excluded companies whose regulated electric operating income over the three 5 

most recently reported fiscal years represented less than 60.00 percent of total 6 

regulated operating income;9 and7 

I eliminated companies that are currently known to be party to a merger or other 8 

significant transaction.9 

Q. DID YOU INCLUDE SCANA IN YOUR ANALYSIS?10 

A. No. To avoid the circular logic that otherwise would occur, it has been my 11 

consistent practice to exclude the subject company (or its parent) from the proxy group.  12 

Q. WHAT COMPANIES MET THOSE SCREENING CRITERIA?13 

A. The criteria discussed above resulted in an initial proxy group of the following 2214 

companies: 15 

 
9 In prior cases before the Commission, I excluded companies whose regulated electric operating income over 

the three most recently reported fiscal years represented less than 90.00 percent of total regulated operating 
income.  However, due to recent consolidation in the industry, that threshold would produce a relatively small 
group of proxy companies.  As such, I have lowered the threshold to 60.00 percent.
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Table 2:  Proxy Group Screening Results1 

Company Ticker
ALLETE, Inc. ALE

Alliant Energy Corporation LNT

Ameren Corporation AEE

American Electric Power Company, Inc. AEP

Avangrid, Inc. AGR

Black Hills Corporation BKH

CMS Energy Corporation CMS

DTE Energy Company DTE

Duke Energy Corporation DUK

El Paso Electric EE

Hawaiian Electric Industries, Inc. HE

IDACORP, Inc. IDA

NextEra Energy, Inc. NEE

NorthWestern Corporation NWE

OGE Energy Corp. OGE

Otter Tail Corporation OTTR

Pinnacle West Capital Corporation PNW

PNM Resources, Inc. PNM

Portland General Electric Company POR

Southern Company SO

WEC Energy Group, Inc. WEC

Xcel Energy Inc. XEL

Q. ARE THE COMPANIES LISTED IN TABLE 2 THE SAME AS THOSE 2 

INCLUDED IN THE PROXY GROUP IN YOUR SWORN STATEMENT FILED 3 

ON DECEMBER 7, 2017 IN DOCKET NO. 2017-305-E (“SWORN STATEMENT”)?4 

A. No.  Subsequent to the filing of my Sworn Statement, Dominion Energy, Inc. 5 

(“Dominion Energy”) announced its plan to acquire SCANA.10 As such, the screening 6 

 
10 See Dominion Energy Inc. SEC Form 8-K, January 3, 2018.  The transaction was approved by SCANA’s 

shareholders on July 31, 2018.  See, Dominion Energy Inc. SEC Form 8-K, July 31, 2018
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criterion excluding companies involved in a merger or significant transaction now applies 1 

to Dominion Energy.  Therefore, I have removed Dominion Energy from the proxy group.  2 

I also have eliminated the screening criterion that excluded companies whose coal-fired 3 

generation constituted less than 10.00 percent of net generation.  The removal of that 4 

screening criterion added four companies to the proxy group: Avangrid, Inc.; El Paso 5 

Electric Company; Hawaiian Electric Industries, Inc.; and NextEra Energy, Inc.6 

Q. OTHER THAN REMOVING DOMINION ENERGY, DOES THE PROPOSED 7 

COMBINATION OF SCANA AND DOMINION ENERGY AFFECT YOUR 8 

PROXY GROUP?  9 

A. No, it does not.  The proxy group is intended to reflect the risks and prospects 10 

associated with vertically integrated electric utilities comparable to SCE&G, without 11 

respect to the scenarios discussed in Section VIII.  In my view, the proposed combination 12 

of SCANA and Dominion Energy does not affect the criteria by which the proxy group 13 

should be selected.  It therefore does not alter the proxy group’s composition, or change 14 

any conclusions derived from it.15 

VI. COST OF EQUITY ESTIMATION

Q. PLEASE BRIEFLY DISCUSS THE ROE IN THE CONTEXT OF THE 16 

REGULATED RATE OF RETURN.17 

A. Regulated utilities principally use common stock and long-term debt to finance 18 

their permanent property, plant, and equipment.  The overall rate of return (“ROR”) for a 19 

regulated utility is based on its weighted average cost of capital, in which the cost rates of 20 

the individual sources of capital are weighted by their respective book values.  Whereas 21 
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the cost of debt and cost of preferred stock can be directly observed, the Cost of Equity is 1 

market-based and, therefore, must be estimated based on observable market information.2 

Q. HOW IS THE REQUIRED ROE DETERMINED?3 

A. The ROE is estimated by applying various financial models to market-based data.  4 

By their nature, those models produce a range of results, from which the market-required 5 

ROE must be determined.  As discussed throughout my Direct Testimony, that 6 

determination must be based on a comprehensive review of relevant data and information 7 

and does not necessarily lend itself to a strict mathematical solution.  The key consideration 8 

in determining the ROE is to ensure the overall analysis reasonably reflects investors’ view 9 

of the financial markets in general, and the subject company (in the context of the proxy 10 

companies) in particular.11 

Because the Cost of Equity is not directly observable, it must be estimated based 12 

on both quantitative and qualitative information.  As a result, a number of models have 13 

been developed to estimate the Cost of Equity.  As a practical matter, however, all of the 14 

models available for estimating the Cost of Equity are subject to limiting assumptions or 15 

other methodological constraints.  Consequently, many finance texts recommend using 16 

multiple approaches when estimating the Cost of Equity.11 When faced with the task of 17 

estimating the Cost of Equity, analysts and investors are inclined to gather and evaluate as 18 

much relevant data as reasonably can be analyzed and, therefore, are inclined to rely on 19 

multiple analytical approaches.  20 

 
11 See, for example, Eugene Brigham, Louis Gapenski, Financial Management: Theory and Practice, 7th Ed., 
1994, at 341; and Tom Copeland, Tim Koller and Jack Murrin, Valuation: Measuring and Managing the Value of 
Companies, 3rd ed., 2000, at 214.

Appendix A 
Page 19 of 203

ELEC
TR

O
N
IC
ALLY

FILED
-2018

Septem
ber24

6:09
PM

-SC
PSC

-D
ocket#

2017-305-E
-Page

20
of204



DOCKET NO. 2017-370-E
ROBERT B. HEVERT

Page 20 of 78

Practitioners and academics recognize that financial models simply are tools to be 1 

used in the ROE estimation process, and that strict adherence to any single approach, or to 2 

the specific results of any single approach, can lead to flawed or misleading conclusions.  3 

That position is consistent with the Hope and Bluefield principle that it is the analytical 4 

result, as opposed to the methodology employed, that is controlling in arriving at ROE 5 

determinations.  A reasonable ROE estimate therefore appropriately considers alternate 6 

methodologies, and the reasonableness of their individual and collective results.7 

Consequently, I believe it is both prudent and appropriate to use multiple methods 8 

to mitigate the effects of assumptions and inputs associated with any individual approach.  9 

Such use, however, must be tempered with due caution as to the results generated by each 10 

individual approach. I therefore considered the Constant Growth and Multi-Stage forms 11 

of the DCF model, the Capital Asset Pricing Model (both the traditional and empirical 12 

forms), and the Bond Yield Plus Risk Premium approach.13 

Constant Growth DCF Model

Q. ARE DCF MODELS WIDELY USED IN REGULATORY PROCEEDINGS?14 

A. Yes, in my experience the Constant Growth DCF model is recognized in regulatory 15 

proceedings, as well as in financial literature.  Nonetheless, neither the DCF nor any other 16 

model should be applied without considerable judgment in the selection of data and the 17 

interpretation of results.18 

Q. PLEASE DESCRIBE THE DCF APPROACH.19 

A. The DCF approach is based on the theory that a stock’s current price represents the 20 

present value of all expected future cash flows.  In its simplest form, the DCF model 21 
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expresses the Cost of Equity as the sum of the expected dividend yield and long-term1 

growth rate, and is expressed as follows:2 =  ( ) + ( ) + + ( ) [1]3 
4 

where P represents the current stock price, D1 … D represent expected future dividends, 5 

and k is the discount rate, or required ROE.  Equation [1] is a standard present value 6 

calculation that can be simplified and rearranged into the familiar form:7 

8 =    ( ) +     [2]9 
10 

Equation [2] often is referred to as the “Constant Growth DCF” model, in which the first 11 

term is the expected dividend yield and the second term is the expected long-term annual 12 

growth rate.  13 

Q. WHAT ASSUMPTIONS ARE REQUIRED FOR THE CONSTANT GROWTH DCF14 

MODEL?15 

A. The Constant Growth DCF model requires the following assumptions: (1) a 16 

constant average annual growth rate for earnings and dividends; (2) a stable dividend 17 

payout ratio; (3) a constant price-to-earnings multiple; and (4) a discount rate greater than 18 

the expected growth rate.  Under those assumptions, dividends, earnings, book value, and 19 

the stock price all grow at the same, constant rate.  The model further assumes the current 20 

Cost of Equity (that is, its result) will remain unchanged in perpetuity21 
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Q. WHAT MARKET DATA DID YOU USE TO CALCULATE THE DIVIDEND 1 

YIELD COMPONENT OF YOUR DCF MODEL?2 

A. The dividend yield is based on the proxy companies’ current annualized dividend, 3 

and average closing stock prices over the 30-, 90-, and 180-trading day periods as of June 4 

15, 2018.5 

Q. WHY DID YOU USE THREE AVERAGING PERIODS TO CALCULATE AN6 

AVERAGE STOCK PRICE?7 

A. I did so to ensure the model’s results are not skewed by anomalous events that may 8 

affect stock prices on any given trading day.  At the same time, the averaging period should 9 

be reasonably representative of expected capital market conditions over the long term.  In 10 

my view, 30-, 90-, and 180-day averaging periods reasonably balance those concerns.  As 11 

discussed later in my Direct Testimony, however, to the extent the averaging conventions 12 

include periods during which utility stocks were valued at unusual levels, Discounted Cash 13 

Flow-based methods may provide unreliable results.  14 

Q. DID YOU MAKE ANY ADJUSTMENTS TO THE DIVIDEND YIELD TO 15 

ACCOUNT FOR PERIODIC GROWTH IN DIVIDENDS?16 

A. Yes, I did.  Because utility companies tend to increase their quarterly dividends at 17 

different times throughout the year, it is reasonable to assume that dividend increases will 18 

be evenly distributed over calendar quarters.  Given that assumption, it is appropriate to 19 

calculate the expected dividend yield by applying one-half of the long-term growth rate to 20 

the current dividend yield.12 That adjustment ensures that the expected dividend yield is, 21 

 
12 See Exhibit No.___(RBH-1).
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on average, representative of the coming twelve-month period, and does not overstate the 1 

dividends to be paid during that time.  2 

Q. IS IT IMPORTANT TO SELECT APPROPRIATE MEASURES OF LONG-TERM 3 

GROWTH IN APPLYING THE DCF MODEL?4 

A. Yes.  In its Constant Growth form, the DCF model (i.e., as presented in Equation 5 

[2] above) assumes a single growth estimate in perpetuity.  Accordingly, to reduce the long-6 

term growth rate to a single measure, one must assume a fixed payout ratio, and the same 7 

constant growth rate for earnings per share (“EPS”), dividends per share, and book value 8 

per share.  Because dividends are sustained by earnings growth, the model should 9 

incorporate a variety of measures of long-term earnings growth.  That can be accomplished 10 

by considering those measures of long-term growth that tend to be least influenced by 11 

capital allocation decisions that companies may make in response to near-term changes in 12 

the business environment.  Therefore, for the purposes of the Constant Growth DCF model, 13 

growth in EPS represents the appropriate measure of long-term growth.14 

Q. PLEASE SUMMARIZE THE FINDINGS OF ACADEMIC RESEARCH ON THE15 

APPROPRIATE MEASURE FOR ESTIMATING EQUITY RETURNS USING 16 

THE DCF MODEL.17 

A. The relationship between various growth rates and stock valuation metrics has been 18 

the subject of much academic research.13 As noted over 40 years ago by Charles Phillips 19 

in The Economics of Regulation:20 

For many years, it was thought that investors bought utility stocks largely 21 
on the basis of dividends.  More recently, however, studies indicate that the 22 

 
13 See, for example, Harris, Robert, Using Analysts’ Growth Forecasts to Estimate Shareholder Required Rate 

of Return, Financial Management, Spring 1986.
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market is valuing utility stocks with reference to total per share earnings, so 1 
that the earnings-price ratio has assumed increased emphasis in rate cases.142 
Philips’ conclusion continues to hold true. 3 

Subsequent academic research has clearly and consistently indicated that measures 4 

of earnings and cash flow are strongly related to returns, and that analysts’ forecasts of 5 

growth are superior to other measures of growth in predicting stock prices.15 For example, 6 

Vander Weide and Carleton state that, “[our] results…are consistent with the hypothesis 7 

that investors use analysts’ forecasts, rather than historically oriented growth calculations, 8 

in making stock buy-and-sell decisions.”16 Other research specifically notes the 9 

importance of analysts’ growth estimates in determining the Cost of Equity, and in the 10 

valuation of equity securities.  Dr. Robert Harris noted that “a growing body of knowledge 11 

shows that analysts’ earnings forecast are indeed reflected in stock prices.” Citing Cragg 12 

and Malkiel, Dr. Harris notes that those authors “found that the evaluations of companies 13 

that analysts make are the sorts of ones on which market valuation is based.”17 Similarly, 14 

Brigham, Shome and Vinson noted that “evidence in the current literature indicates that (i) 15 

analysts’ forecasts are superior to forecasts based solely on time series data; and (ii) 16 

investors do rely on analysts’ forecasts.”1817 

 
14 Charles F. Phillips, Jr., The Economics of Regulation, Revised Edition, 1969, Richard D. Irwin, Inc., at 285.
15 See, for example, Christofi, Christofi, Lori and Moliver, Evaluating Common Stocks Using Value Line’s

Projected Cash Flows and Implied Growth Rate, Journal of Investing (Spring 1999); Harris and Marston, 
Estimating Shareholder Risk Premia Using Analysts Growth Forecasts, Financial Management, 21 (Summer 
1992); and Vander Weide and Carleton, Investor Growth Expectations: Analysts vs. History, The Journal of 
Portfolio Management, Spring 1988.

16 Vander Weide and Carleton, Investor Growth Expectations: Analysts vs. History, The Journal of Portfolio 
Management, Spring 1988.

17 Robert S. Harris, Using Analysts’ Growth Forecasts to Estimate Shareholder Required Rate of Return, 
Financial Management, Spring 1986.

18 Eugene F. Brigham, Dilip K. Shome, and Steve R. Vinson, The Risk Premium Approach to Measuring a 
Utility’s Cost of Equity, Financial Management, Spring 1985.
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To that point, the research of Carleton and Vander Weide demonstrates earnings 1 

growth projections have a statistically significant relationship to stock valuation levels, 2 

while dividend growth projections do not.  Those findings suggest investors form their 3 

investment decisions based on expectations of growth in earnings, not dividends.  4 

Consequently, earnings growth not dividend growth is the appropriate estimate for the 5 

purpose of the Constant Growth DCF model.6 

Q. PLEASE SUMMARIZE YOUR INPUTS TO THE CONSTANT GROWTH DCF 7 

MODEL.  8 

A. I applied the DCF model to the proxy group of integrated electric utility companies 9 

using the following inputs for the price and dividend terms:10 

1. The average daily closing prices for the 30-trading days, 90-trading days, and 11 

180-trading days ended June 15, 2018, for the term P0; and12 

2. The annualized dividend per share as of June 15, 2018, for the term D0.13 

I then calculated my DCF results using each of the following growth terms:14 

1. The Zack’s consensus long-term earnings growth estimates;15 

2. The First Call consensus long-term earnings growth estimates; and16 

3. The Value Line long-term earnings growth estimates.17 

Q. HOW DID YOU CALCULATE THE HIGH AND LOW DCF RESULTS?18 

A. I calculated the proxy group mean and median high DCF results using the 19 

maximum EPS growth rate as reported by Value Line, Zack’s, and First Call for each proxy 20 

group company in combination with the dividend yield for each of the proxy group 21 

companies.  The proxy group mean and median high results then reflect the average 22 

maximum DCF result for the proxy group as a whole.  I used a similar approach to calculate 23 
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the proxy group mean and median low results using instead the minimum growth rate as 1 

reported by Value Line, Zack’s, and First Call for each proxy group company.  2 

As noted earlier, the Constant Growth DCF model is subject to several assumptions 3 

that likely are not consistent with current market conditions.  For example, the model 4 

assumes the current payout ratio will remain constant in perpetuity.  The model further 5 

assumes the return estimated today will be the same return required in perpetuity, even 6 

though the Federal Reserve recently has begun its move toward monetary policy 7 

normalization.  That process of normalization, together with the uncertainty surrounding 8 

the “unwinding” of the assets put on the Federal Reserve’s balance sheet during its 9 

“Quantitative Easing” initiatives, introduce a degree of risk, and a likelihood of increasing 10 

interest rates not present in the current market.  As also discussed later in my Direct 11 

Testimony, other methods more directly reflect the risk premium required by investors in 12 

response to such risks.  On balance, it is my view that the Constant Growth DCF method 13 

should be given less weight than other methods in establishing the Company’s ROE14 

Q. WHAT ARE THE RESULTS OF YOUR DCF ANALYSIS?  15 

A. My Constant Growth DCF results are summarized Table 3, below (see Exhibit 16 

No.___(RBH-1).17 

Table 3: Constant Growth DCF Results18 

Mean Low Mean Mean High

   30-Day Average 8.45% 9.24% 10.12%

   90-Day Average 8.49% 9.29% 10.16%

   180-Day Average 8.37% 9.16% 10.03%

19 
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Q. HOW DID YOU REFLECT THE CONSTANT GROWTH DCF RESULTS IN 1 

YOUR ROE RANGE AND RECOMMENDATION?2 

A. I first recognized that the model’s mean, and mean low results are well below a 3 

reasonable estimate of the Company’s Cost of Equity.  For example, of the 1,395 vertically-4 

integrated electric utility rate cases provided by Regulatory Research Associates that 5 

disclosed the awarded ROE since 1980, only one authorized ROE has been as low as 9.00 6 

percent.19 On that basis alone, the Constant Growth DCF mean and mean low results are 7 

not reliable measures of electric utilities’ Cost of Equity.8 

I then considered why the Constant Growth model is producing such low estimates 9 

of the Company’s Cost of Equity.  In one sense, relatively low dividend yields should be 10 

associated with relatively high growth rates.  That is, low dividend yields are the result of 11 

relatively high stock prices which, in turn, should be associated with relatively high growth 12 

rates.  If those relationships do not hold, the model’s results should be viewed with caution.  13 

My recommendation therefore considers the full range of DCF results, along with the range 14 

of results from the methods discussed in the following sections of my Direct Testimony.15 

Multi-Stage DCF Model

Q. IS IT REASONABLE TO CONSIDER ANALYTICAL MODELS IN ADDITION16 

TO THE CONSTANT GROWTH DCF MODEL?17 

A. Yes.  As noted earlier, it is both prudent and appropriate to use multiple methods to 18 

mitigate the effects of assumptions and inputs associated with any single approach.  19 

Second, the Constant Growth DCF model assumes earnings, dividends and book value will 20 

grow at the same, constant rate in perpetuity; the payout ratio will remain constant in 21 

 
19 Source: Regulatory Research Associates.
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perpetuity; the Price/Earnings (“P/E”) ratio will remain constant; and the return required 1 

today will be the same return required every year in the future.  However, those 2 

assumptions are not likely to hold.  For example, to the extent long-term interest rates 3 

increase over the next few years in response to Federal monetary policy “normalization,”4 

it is likely that the Cost of Equity also will increase.  It therefore is appropriate to consider 5 

more than one analytical model in estimating the ROE.6 

Q. WHAT OTHER FORM OF THE DCF MODEL HAVE YOU USED?7 

A. To address the considerations underlying the Constant Growth form of the DCF 8 

model, discussed above, I also considered the Multi-Stage (three-stage) Discounted Cash 9 

Flow Model.  The Multi-Stage model, which is an extension of the Constant Growth form, 10 

enables the analyst to specify growth rates over three distinct stages (i.e., time periods).  As 11 

with the Constant Growth form of the DCF model, the Multi-Stage form defines the Cost 12 

of Equity as the discount rate that sets the current price equal to the discounted value of 13 

future cash flows.  Unlike the Constant Growth form, however, the Multi-Stage model must 14 

be solved in an iterative fashion.  As such, the Multi-Stage DCF model enables analysts to 15 

address the limiting, and likely unrealistic assumptions underlying the Constant Growth 16 

form of the model.17 

Q. PLEASE DESCRIBE THE STRUCTURE OF YOUR MULTI-STAGE MODEL.18 

A. As noted above, the model sets the subject company’s stock price equal to the 19 

present value of future cash flows received over three “stages.” In the first two stages, 20 

“cash flows” are defined as projected dividends.  In the third stage, “cash flows” equal both 21 

dividends and the expected price at which the stock will be sold at the end of the period 22 

(i.e., the “terminal price”).  I calculated the terminal price based on the Gordon model, 23 
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which defines the price as the expected dividend divided by the difference between the 1 

Cost of Equity (i.e., the discount rate) and the long-term expected growth rate.  In essence, 2 

the terminal price is defined by the present value of the remaining “cash flows” in 3 

perpetuity.  In each stage, the dividend is the product of the projected earnings per share 4 

and the expected dividend payout ratio.  A summary description of the model is provided 5 

in Table 4 (below).6 

Table 4:  Multi-Stage DCF Model Structure7 

Stage 0 1 2 3
Cash Flow
Component

Initial Stock
Price

Expected
Dividend

Expected
Dividend

Expected 
Dividend + 
Terminal Value

Inputs Stock Price
Earnings Per 
Share (“EPS”)
Dividends Per 
Share (“DPS”)

Expected EPS
Expected DPS

Expected EPS
Expected DPS

Expected EPS
Expected DPS
Terminal Value

Assumptions 30-, 90-, and 180-
day average stock 
price

EPS Growth Rate
Payout Ratio

Growth Rate 
Change
Payout Ratio 
Change

Long-term 
Growth Rate
Long-term Payout 
Ratio

8 

Q. WHAT ARE THE ANALYTICAL BENEFITS OF YOUR THREE-STAGE 9 

MODEL?10 

A. The primary benefits relate to the flexibility provided by the model’s formulation.  11 

Because the model provides the ability to specify near, intermediate, and long-term growth 12 

rates, for example, it avoids the sometimes-limiting assumption that the subject company 13 

will grow at the same, constant rate in perpetuity.  In addition, by calculating the dividend 14 

as the product of earnings and the payout ratio, the model enables analysts to reflect 15 

Appendix A 
Page 29 of 203

ELEC
TR

O
N
IC
ALLY

FILED
-2018

Septem
ber24

6:09
PM

-SC
PSC

-D
ocket#

2017-305-E
-Page

30
of204



DOCKET NO. 2017-370-E
ROBERT B. HEVERT

Page 30 of 78

assumptions regarding the timing and extent of changes in the payout ratio to reflect, for 1 

example, increases or decreases in expected capital spending, or transition from current 2 

payout levels to long-term expected levels.  In that regard, because the model relies on 3 

multiple sources of earnings growth rate assumptions, it is not limited to a single source, 4 

such as Value Line, for all inputs, and mitigates the potential bias associated with relying 5 

on a single source of growth estimates.206 

The model also enables an assessment of the reasonableness of the inputs and 7 

results by reference to certain market-based metrics.  For example, the stock price estimate 8 

can be divided by the expected earnings per share in the final year to calculate an average 9 

“P/E” ratio.  Similarly, the terminal P/E ratio can be divided by the terminal growth rate to 10 

develop a Price to Earnings Growth (“PEG”) ratio.  To the extent that either the projected 11 

P/E or PEG ratios are inconsistent with either historical or expected levels, it may indicate 12 

incorrect or inconsistent assumptions within the balance of the model.13 

Q. PLEASE SUMMARIZE YOUR INPUTS TO THE MULTI-STAGE DCF MODEL.14 

A. I applied the Multi-Stage model to the proxy group described earlier in my Direct 15 

Testimony.  My assumptions with respect to the various model inputs are described in 16 

Table 5 (below).17 

 
20 See, for example, Harris and Marston, Estimating Shareholder Risk Premia Using Analysts’ Growth 

Forecasts, Financial Management, 21 (Summer 1992).
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Table 5: Multi-Stage DCF Model Assumptions1 

Stage
Initial First Transition Terminal

Stock Price 30-, 90-, and 180-
day average stock 
price as of June 
15 2018.

Earnings Growth 2017 actual EPS 
escalated by 
Period 1 growth 
rate

EPS growth as 
average of (1) 
Value Line; (2) 
Zacks; (3) First 
Call growth rates

Transition to 
Long-term GDP 
growth

Long-term GDP 
growth

Payout Ratio Value Line 
company-specific

Transition to 
long-term 
industry payout 
ratio

Long-term 
industry average 
payout ratio

Terminal Value Expected 
dividend in final 
year divided by 
solved Cost of 
Equity less long-
term growth rate

2 

Q. HOW DID YOU CALCULATE THE LONG-TERM GDP GROWTH RATE?3 

A. The long-term growth rate of 5.45 percent is based on the real GDP growth rate of 4 

3.21 percent from 1929 through 2017, and an inflation rate of 2.16 percent.  The GDP 5 

growth rate is calculated as the compound growth rate in the chain-weighted GDP for the 6 

period from 1929 through 2017.21 The rate of inflation of 2.16 percent is an average of 7 

two components: (1) the compound annual forward rate starting in ten years (i.e., 2028,8 

which is the beginning of the terminal period) based on the 30-day average spread between 9 

yields on long-term nominal Treasury Securities and long-term Treasury Inflation 10 

 
21 See Bureau of Economic Analysis, “Current-Dollar and ‘Real’ Gross Domestic Product,” May 30, 2018

update.
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Protected Securities, known as the “TIPS spread” of 2.13 percent;22 and (2) the projected 1 

Blue Chip Financial Forecast of CPI for 2025 – 2029 of 2.20 percent.232 

I averaged these two measures of inflation because nominal Treasury yields are 3 

related to inflation, which includes the effect of commodities such as oil, which may cause 4 

the current TIPS spread to somewhat understate long-term expected inflation.  I also 5 

performed a series of analyses in which the terminal value is based on the current 30-day 6 

average P/E ratio for the proxy group.7 

Q. WHAT WERE YOUR SPECIFIC ASSUMPTIONS WITH RESPECT TO THE 8 

PAYOUT RATIO?9 

A. As noted in Table 5, for the first two periods I relied on the first year and long-term 10 

projected payout ratios reported by Value Line for each of the proxy companies.24 I then 11 

assumed that by the end of the second period (i.e., the end of year ten), the payout ratio 12 

will converge to the long-term industry average of 65.57 percent.2513 

Q. PLEASE SUMMARIZE THE RESULTS OF YOUR MULTI-STAGE DCF 14 

ANALYSES.15 

A. Tables 6a and 6b (below) present the results of the Multi-Stage DCF analyses (see16 

also Exhibit No.___(RBH-2)).17 

 
22 See Board of Governors of the Federal Reserve System, “Table H.15 Selected Interest Rates.”
23 Blue Chip Financial Forecasts, June 1, 2018, at 14.
24 As reported in the Value Line Investment Survey as “All Div’ds to Net Prof.” Please note that Value Line 

is a source frequently relied upon in rate proceedings, and is the only source that consistently provides 
intermediate-term payout ratio projections.

25 Source: Bloomberg Professional.
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Table 6a: Multi-Stage Discounted Cash Flow Model Results1 

Low Mean High

30-Day Average 9.05% 9.23% 9.45%

90-Day Average 9.09% 9.28% 9.50%

180-Day Average 8.96% 9.14% 9.36%

Table 6b: Multi-Stage Discounted Cash Flow Model Results Current P/E Ratio2 

Low Mean High

30-Day Average 9.40% 9.89% 10.42%

90-Day Average 9.53% 10.02% 10.55%

180-Day Average 9.19% 9.67% 10.21%

3 

Q. DID YOU UNDERTAKE ANY ADDITIONAL ANALYSES TO SUPPORT YOUR4 

RECOMMENDATION? 5 

A. Yes.  As noted earlier, I also applied the CAPM and Risk Premium analyses in 6 

estimating the Company’s Cost of Equity.7 

CAPM Analysis 

Q. PLEASE BRIEFLY DESCRIBE THE GENERAL FORM OF THE CAPM 8 

ANALYSIS.9 

A. The CAPM analysis is a risk premium approach that estimates the Cost of Equity 10 

for a given security as a function of a risk-free return plus a risk premium (to compensate 11 

investors for the non-diversifiable or “systematic” risk of that security).  As shown in 12 

Equation [3], the CAPM is defined by four components, each of which theoretically must 13 

be a forward-looking estimate:14 =  +    [3]15 
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Where:1 

k = the investor-required ROE;2 

rf = the risk-free rate of return;3 

vidual security; and4 

rm = the required return on the market as a whole.5 

Equation [3] describes the Security Market Line (“SML”), or the CAPM risk-return 6 

relationship, which is graphically depicted in Chart 1 below.  The intercept is the risk-free 7 

rate (rf), which has a Beta coefficient of zero, the slope is the expected Market Risk 8 

Premium (rm – rf).  By definition, rm, the return on the market has a Beta coefficient of 1.00. 9 

Under the CAPM, the expected Equity Risk Premium for a given security is proportional 10 

to its Beta coefficient.  11 
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Chart 1: Security Market Line 1 

2 

In Equation [3], the term (rm – rf) represents the Market Risk Premium.26 According 3 

to the theory underlying the CAPM, because unsystematic risk can be diversified away by 4 

adding securities to investment portfolios, the market will not compensate investors for 5 

bearing that risk.  Therefore, investors should be concerned only with systematic or non-6 

diversifiable risk.  Non-diversifiable risk is measured by the Beta coefficient, which is 7 

defined as:8 =   x , [4]9 

j is the standard deviation of returns for company “j,” m is the standard deviation 10 

of returns for the broad market (as measured, for example, by the S&P 500 Index), and j,m11 

is the correlation of returns in between company j and the broad market.  The Beta 12 

coefficient therefore represents both relative volatility (i.e., the standard deviation) of 13 

returns, and the correlation in returns between the subject company and the overall market.14 

 
26 The Market Risk Premium is defined as the incremental return of the market portfolio over the risk-free rate.
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Intuitively, companies with higher Beta coefficients have had more volatile returns 1 

and have moved more closely with the overall market than companies with lower Beta 2 

coefficients.  The implication is that a company with a Beta coefficient of 1.00 is as risky 3 

as the overall market; companies with Beta coefficients less than 1.00 are less risky, and 4 

those whose Beta coefficients are greater than 1.00 have greater risk than the overall 5 

market.6 

Q. WHAT ASSUMPTIONS DID YOU INCLUDE IN YOUR CAPM ANALYSIS?7 

A. I used two different measures of the risk-free rate: (1) the current 30-day average 8 

yield on 30-year Treasury bonds (3.11 percent); and (2) the projected 30-year Treasury 9 

yield (3.48 percent).10 

Q. WHY HAVE YOU RELIED ON THE 30-YEAR TREASURY YIELD FOR THE 11 

RISK-FREE RATE?12 

A. The risk-free rate of return is measured by yields on U.S. Treasury securities, which 13 

generally are considered to have little risk of default.  The principal analytical issue 14 

surrounding the selection of the risk-free rate is the maturity of the Treasury security to be 15 

used for that purpose.  As Morningstar discusses, that maturity should approximate the 16 

horizon of the underlying investment.27 As noted earlier, equity securities represent 17 

expected residual cash flows in perpetuity.  It is the perpetual nature of equity that describes 18 

the investment horizon noted by Morningstar, and that informs the appropriate maturity of 19 

the risk-free rate in the CAPM.  Simply, the 30-year Treasury bond is the longest-maturity 20 

security available to match the perpetual nature of utility equity investments.21 

 
27 Morningstar, Inc., 2013 Ibbotson Stocks, Bonds, Bills and Inflation Valuation Yearbook, at 44.
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Q. PLEASE DESCRIBE YOUR EX-ANTE (I.E., FORWARD-LOOKING) 1 

APPROACH TO ESTIMATING THE MARKET RISK PREMIUM.2 

A. The approach is based on the market required return, less the current 30-year 3 

Treasury yield.  To estimate the market required return, I calculated the market 4 

capitalization weighted average ROE based on the Constant Growth DCF model.  To do 5 

so, I relied on data from Bloomberg and Value Line, respectively. For the Bloomberg-6 

derived growth estimates, I calculated the expected dividend yield (using the same one-7 

half growth rate assumption described earlier) and combined that amount with the 8 

projected earnings growth rate to arrive at the market capitalization weighted average DCF 9 

result.  I performed that calculation for each of the S&P 500 companies for which 10 

Bloomberg provided consensus growth rates.  I then subtracted the current 30-year 11 

Treasury yield from that amount to arrive at the market DCF-derived ex-ante market risk 12 

premium estimate.  In the case of Value Line, I performed the same calculation, again using 13 

all companies for which five-year earnings growth rates were available.  The results of 14 

those calculations are provided in Exhibit No.___(RBH-3).15 

Q. HOW DID YOU APPLY YOUR EXPECTED MARKET RISK PREMIUM AND 16 

RISK-FREE RATE ESTIMATES?17 

A. I relied on the ex-ante Market Risk Premia discussed above, together with the 18 

current and near-term projected 30-year Treasury yields as inputs to my CAPM analyses.19 

Q. WHAT BETA COEFFICIENT DID YOU USE IN YOUR CAPM MODEL?20 

A. As shown in Exhibit No.___(RBH-4), I considered Beta coefficients reported by 21 

Bloomberg and Value Line.  Although both services adjust their calculated (or “raw”) Beta 22 

coefficients to reflect the tendency to regress to the market mean of 1.00, Value Line 23 
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calculates the Beta coefficient over a five-year period, whereas Bloomberg’s calculation is 1 

based on two years of data.  2 

Q. WHAT ARE THE RESULTS OF YOUR CAPM ANALYSIS?3 

A. As shown in Table 7 (below) the CAPM analyses suggest an ROE range of 10.134 

percent to 12.28 percent (see also Exhibit No.___(RBH-5)).5 

Table 7:  Summary of CAPM Results286 

Bloomberg 
Derived Market 
Risk Premium

Value Line 
Derived Market 
Risk Premium

Average Bloomberg Beta Coefficient

Current 30-Year Treasury (3.11%) 10.13% 10.34%

Near Term Projected 30-Year Treasury (3.48%) 10.50% 10.71%

Average Value Line Beta Coefficient

Current 30-Year Treasury (3.11%) 11.66% 11.91%

Near Term Projected 30-Year Treasury (3.48%) 12.03% 12.28%

7 

Q. DID YOU CONSIDER ANOTHER FORM OF THE CAPM IN YOUR ANALYSIS?8 

A. Yes.  I also included the Empirical CAPM (“ECAPM”).  The ECAPM reflects the 9 

finding that the actual Security Market Line (see Chart 1, above) is not as steeply sloped 10 

as predicted by the CAPM.29 As a consequence, the CAPM likely under-estimates the Cost 11 

of Equity for relatively low-Beta coefficient firms, such as regulated utilities like SCE&G, 12 

and over-estimates the return for relatively high-Beta firms.  To that point, Fama and 13 

French state that “[t]he returns on the low beta portfolios are too high, and the returns on 14 

the high beta portfolios are too low.”30 Similarly, Dr. Roger Morin observes that “[w]ith 15 

 
28 See Exhibit No.___(RBH-5).
29 Roger A. Morin, New Regulatory Finance (Public Utility Reports, Inc., 2006), at 175-176.  
30 Eugene F. Fama and Kenneth R. French, The Capital Asset Pricing Model: Theory and Evidence, Journal of 

Economic Perspectives, Vol. 18, No. 3, Summer 2004, at 33.
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few exceptions, the empirical studies agree that … low-beta securities earn returns 1 

somewhat higher than the CAPM would predict, and high-beta securities earn less than 2 

predicted.”31 In that regard, the Empirical CAPM is not redundant to the use of adjusted 3 

Beta coefficients.  4 

Dr. Morin explains that the ECAPM “makes use” of those findings, and estimates 5 

the Cost of Equity based on the following equation:326 =  +  +  (  )        [5]7 

“alpha”, is an adjustment to the risk/return line, and “MRP” is the Market Risk 8 

Premium (defined above).  Summarizing empirical evidence regarding the range of 9 

estimates for alpha, Dr. Morin explains that the evidence “reduces to the following more 10 

pragmatic form.”3311 =  +  0.25  +  0.75       [6]12 
where:13 

ke = the investor-required ROE;14 

rf = the risk-free rate of return;15 

= Adjusted Beta coefficient of an individual security; and16 

rm = the required return on the market as a whole.17 

Equations [5] and [6] tend to produce similar results when “alpha” is in the range of 1.00 18 

percent to 2.00 percent.3419 

 
31 Roger A. Morin, New Regulatory Finance (Public Utility Reports, Inc., 2006), at 175.  
32 Ibid, at 189.
33 Ibid, at 190.  
34 Ibid.  
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As with the CAPM, the Empirical CAPM uses the Market DCF-derived ex-ante1 

Market Risk Premium estimate, the current yield on 30-year Treasury securities as the risk-2 

free rate and two estimates of the Beta coefficient.  The results of my Empirical CAPM 3 

analyses are provided in Table 8 (below), (see also Exhibit No.___(RBH-5)). 4 

Table 8:  Summary of Empirical CAPM Results5 

Bloomberg
Derived Market Risk 

Premium

Value Line
Derived Market 
Risk Premium

Average Bloomberg Beta Coefficient

Current 30-Year Treasury (3.11%) 11.53% 11.78%

Near Term Projected 30-Year Treasury (3.48%) 11.90% 12.15%

Average Value Line Beta Coefficient

Current 30-Year Treasury (3.11%) 12.68% 12.95%

Near Term Projected 30-Year Treasury (3.48%) 13.05% 13.33%

6 

Bond Yield Plus Risk Premium Approach

Q. PLEASE GENERALLY DESCRIBE THE BOND YIELD PLUS RISK PREMIUM7 

APPROACH.8 

A. This approach is based on the basic financial principle that because equity investors 9 

bear the residual risk associated with ownership, they require a premium over the return 10 

they would have earned as a bondholder.  That is, because returns to equity holders are 11 

more risky than returns to bondholders, equity investors must be compensated for bearing 12 

that additional risk. Risk premium approaches, therefore, estimate the Cost of Equity as the 13 

sum of the equity risk premium and the yield on a particular class of bonds. As noted in 14 

my discussion of the CAPM, because the equity risk premium is not directly observable, it 15 

typically is estimated using a variety of approaches, some of which incorporate ex-ante, or 16 

forward-looking estimates of the Cost of Equity, and others that consider historical, or ex-17 
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post, estimates.  An alternative approach is to use actual authorized returns for electric 1 

utilities to estimate the Equity Risk Premium.2 

Q. PLEASE EXPLAIN HOW YOU PERFORMED YOUR BOND YIELD PLUS RISK3 

PREMIUM ANALYSIS.4 

A. As suggested above, I first defined the Risk Premium as the difference between the 5 

authorized ROE and the then-prevailing level of the long-term (i.e., 30-year) Treasury 6 

yield.  I then gathered data for 1,556 electric utility rate proceedings between January 1980 7 

and June 15, 2018.  In addition to the authorized ROE, I also calculated the average period 8 

between the filing of the case and the date of the final order (the “lag period”).  To reflect 9 

the prevailing level of interest rates during the pendency of the proceedings, I calculated 10 

the average 30-year Treasury yield over the average lag period (approximately 200 days).11 

Because the data covers a number of economic cycles,35 the analysis also may be 12 

used to assess the stability of the Equity Risk Premium.  Prior research, for example, has 13 

shown that the Equity Risk Premium is inversely related to the level of interest rates.3614 

That is, as interest rates fall, the Equity Risk Premium increases.  That finding is 15 

particularly relevant given the low level of current Treasury yields relative to other 16 

measures of equity risk discussed later in my Direct Testimony.17 

 
35 See National Bureau of Economic Research, U.S. Business Cycle Expansion and Contractions.
36 See, e.g., Robert S. Harris and Felicia C. Marston, Estimating Shareholder Risk Premia Using Analysts’

Growth Forecasts, Financial Management, Summer 1992, at 63-70; Eugene F. Brigham, Dilip K. Shome, 
and Steve R. Vinson, The Risk Premium Approach to Measuring a Utility’s Cost of Equity, Financial 
Management, Spring 1985, at 33-45; and Farris M. Maddox, Donna T. Pippert, and Rodney N. Sullivan, An 
Empirical Study of Ex Ante Risk Premiums for the Electric Utility Industry, Financial Management, Autumn 
1995, at 89-95.
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Q. HOW DID YOU MODEL THE RELATIONSHIP BETWEEN INTEREST RATES1 

AND THE EQUITY RISK PREMIUM?2 

A. The basic method used was regression analysis, in which the observed Equity Risk 3 

Premium is the dependent variable, and the average 30-year Treasury yield is the 4 

independent variable.  Relative to the long-term historical average, the analytical period 5 

includes interest rates and authorized ROEs that are quite high during one period (i.e., the 6 

1980s) and that are quite low during another (i.e., the post-Lehman bankruptcy period).  To 7 

account for that variability, I used the semi-log regression, in which the Equity Risk 8 

Premium is expressed as a function of the natural log of the 30-year Treasury yield:9 

RP = + (LN(T30)) [7]10 

As shown on Chart 2 (below), the semi-log form is useful when measuring an 11 

absolute change in the dependent variable (in this case, the Risk Premium) relative to a 12 

proportional change in the independent variable (the 30-year Treasury yield).  13 

Appendix A 
Page 42 of 203

ELEC
TR

O
N
IC
ALLY

FILED
-2018

Septem
ber24

6:09
PM

-SC
PSC

-D
ocket#

2017-305-E
-Page

43
of204



DOCKET NO. 2017-370-E
ROBERT B. HEVERT

Page 43 of 78

Chart 2: Equity Risk Premium1 

2 

As Chart 2 illustrates, the Equity Risk Premium increases as interest rates fall.  The3 

finding – that there an inverse relationship between interest rates and the Equity Risk 4 

Premium – is supported by published research.  For example, Dr. Roger Morin notes that: 5 

“… [p]ublished studies by Brigham, Shome, and Vinson (1985), Harris (1986), Harris and 6 

Marston (1992, 1993), Carleton, Chambers, and Lakonishok (1983), Morin (2005), and 7 

McShane (2005), and others demonstrate that, beginning in 1980, risk premiums varied 8 

inversely with the level of interest rates - rising when rates fell and declining when interest 9 

rates rose.”37 Consequently, simply applying the long-term average Equity Risk Premium 10 

of 4.63 percent would significantly understate the Cost of Equity and produce results well 11 

below any reasonable estimate.  Based on the regression coefficients in Chart 2, however, 12 

the implied ROE is between 9.96 percent and 10.28 percent (see Table 9 below and Exhibit 13 

No.___(RBH-6)).14 

 
37 Roger A:  Morin, New Regulatory Finance, Public Utilities Reports, Inc. 2006, at 128 [clarification added]
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Table 9:  Summary of Bond Yield Plus Risk Premium Results1 

Return on Equity
Current 30-Year Treasury (3.11%) 9.96%

Near-Term Projected 30-Year Treasury (3.48%) 10.03%

Long-Term Projected 30-Year Treasury (4.30%) 10.28%

2 

VII. CAPITAL MARKET ENVIRONMENT

Q. DO ECONOMIC CONDITIONS INFLUENCE THE REQUIRED COST OF 3 

CAPITAL AND REQUIRED RETURN ON COMMON EQUITY?4 

A. Yes.  As discussed in Section VI, the models used to estimate the Cost of Equity 5 

are meant to reflect, and therefore are influenced by, current and expected capital market 6 

conditions.  As such, it is important to assess the reasonableness of any financial model’s7 

results in the context of observable market data.  To the extent certain ROE estimates are 8 

incompatible with such data or inconsistent with basic financial principles, it is appropriate 9 

to consider whether alternative estimation techniques are likely to provide more 10 

meaningful and reliable results.11 

Q. DO YOU HAVE ANY GENERAL OBSERVATIONS REGARDING THE 12 

RELATIONSHIP BETWEEN FEDERAL RESERVE MONETARY POLICY, 13 

CAPITAL MARKET CONDITIONS, AND THE COMPANY’S COST OF 14 

EQUITY?15 

A. Yes, I do.  Much has been reported about the Federal Reserve’s Quantitative Easing 16 

policy and its effect on interest rates.  Although the Federal Reserve completed its 17 

Quantitative Easing initiative in October 2014, it was not until December 2015 that it raised 18 
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the Federal Funds rate and began the process of rate normalization.38 Therefore, a 1 

significant issue is how investors will react as that process continues, and eventually is 2 

completed.  A viable outcome is that investors will perceive greater prospects of 3 

macroeconomic growth, which will increase the growth rates included in the Constant 4 

Growth DCF model.  At the same time, higher growth and the absence of Federal market 5 

intervention could provide the opportunity for interest rates to increase, thereby increasing 6 

the dividend yield portion of the DCF model.  In that case, both terms of the Constant 7 

Growth DCF model would increase, producing increased ROE estimates.8 

More recently, interest rates have risen and become increasingly volatile.  In the 9 

equity markets, sectors that historically have included dividend-paying companies lost 10 

value, as increasing interest rates provided investors with other sources of current income.  11 

Because those dynamics affect different models in different ways, it would be inappropriate 12 

to rely on a single method to estimate the Company’s Cost of Equity.  A more reasoned 13 

approach is to understand the relationships among Federal monetary policy, interest rates, 14 

and measures of market risk, and to consider how those factors may affect different models 15 

and their results.  As discussed throughout my Direct Testimony and in my Sworn 16 

Statement, it remains important to consider a broad range of data and models when 17 

determining the Company’s Cost of Equity.18 

 
38 See Federal Reserve Press Release (December 16, 2015).
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Q. PLEASE SUMMARIZE THE EFFECT OF RECENT FEDERAL RESERVE 1 

POLICIES ON INTEREST RATES AND THE COST OF CAPITAL.2 

A. Beginning in 2008, the Federal Reserve proceeded on a steady path of initiatives 3 

intended to lower long-term Treasury yields.39 The Federal Reserve’s policy actions “were 4 

designed to put downward pressure on longer-term interest rates by having the Federal 5 

Reserve take onto its balance sheet some of the duration and prepayment risks that would 6 

otherwise have been borne by private investors.”40 Under that policy, “Securities held 7 

outright” on the Federal Reserve’s balance sheet increased from approximately $489 8 

billion at the beginning of October 2008 to $4.25 trillion by the end of October 2017,9 

decreasing to about $4.12 trillion by June 2018.41 To put that increase in context, the 10 

securities held by the Federal Reserve represented approximately 3.29 percent of Gross 11 

Domestic Product (“GDP”) at the end of September 2008, and had risen to approximately 12 

20.63 percent of GDP in June 2018.42 As such, the Federal Reserve provided a significant 13 

source of liquidity, and had a substantial effect on capital markets. 14 

Q. DOES YOUR RECOMMENDATION CONSIDER THE INTEREST RATE 15 

ENVIRONMENT?16 

A. Yes, it does.  From an analytical perspective, it is important that the inputs and 17 

assumptions used to arrive at an ROE recommendation, including assessments of capital 18 

market conditions, are consistent with the recommendation made.  Although all analyses 19 

 
39 See Federal Reserve Press Release, dated June 19, 2013.
40 Federal Reserve Bank of New York, Domestic Open Market Operations During 2012, April 2013, at 29.
41 Source:  Federal Reserve Board Schedule H.4.1. “Securities held outright” include U.S. Treasury securities, 

Federal agency debt securities, and mortgage-backed securities.
42 Source:  Federal Reserve Board Schedule H.4.1; Bureau of Economic Analysis.
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require an element of judgment, the application of that judgment must be consistent with 1 

the context of the quantitative and qualitative information available to the analyst, and the 2 

capital market environment in which the analyses were undertaken.  Because the Cost of 3 

Equity is forward-looking, the salient issue is whether investors see the likelihood of 4 

increased interest rates during the period in which the rates set in this proceeding will be 5 

in effect.6 

The low interest rate environment associated with central bank intervention may 7 

lead some analysts to conclude that current capital costs, including the Cost of Equity, are 8 

relatively low and will remain at that level.  However, that conclusion only holds true under 9 

the hypothesis of Perfectly Competitive Capital Markets (“PCCM”) and the classical 10 

valuation framework which, under normal economic and capital market conditions, 11 

underpin the traditional Cost of Equity models.  Perfectly Competitive Capital Markets are 12 

those in which no single trader, or “market-mover,” would have the power to change the 13 

prices of goods or services, including bond and common stock securities.  In other words, 14 

under the PCCM hypothesis, no single trader would have a significant effect on market 15 

prices.  16 

Classic valuation theory assumes investors trade securities rationally, with prices 17 

reflecting their perceptions of value.  Although central banks may set benchmark interest 18 

rates, they have maintained below-normal rates to stimulate economic expansion and 19 

capital market recovery.  It therefore is reasonable to conclude that the Federal Reserve 20 

and other central banks have been acting as market-movers, thereby having a significant21 

effect on the market prices of both bonds and stocks.  The presence of market-movers, such 22 

as the Federal Reserve, runs counter to the PCCM hypothesis, which underlies traditional 23 
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Cost of Equity models.  Consequently, the results of those models should be considered in 1

the context of both quantitative and qualitative information.  2

Although the Federal Reserve’s market intervention policies have kept interest rates 3 

historically low over the past several years, rates have risen since July 8, 2016 (when the4 

30-year Treasury yield fell to its secular low of 2.11 percent).  As the Federal Reserve 5 

increased the Federal Funds target rate by 150 basis points from December 2015 and June 6

2018 (from a target of 0.00 percent – 0.25 percent to 1.75 percent – 2.00 percent), short-7 

term and long-term interest rates increased by a corresponding amount (see Chart 3 8 

below).439 

Chart 3:  Treasury Yield Curve: 7/8/2016, 6/15/18 and Projected Q3 20194410 

11 

43 Federal Reserve Board Schedule H.15.  Six-month and one-year Treasury yields increased by 171 basis points 
and 187 basis points, respectively, July 8, 2016 to June 15, 2018.  The ten-year and 30-year Treasury yields 
increased by 156 basis points and 94 basis points, respectively, by June 15, 2018.

44 Federal Reserve Board Schedule H.15; Blue Chip Financial Forecasts, Vol. 37, No. 6, June 1, 2018, at 2.  
Three-year, seven-year and 20-year projected Treasury yields interpolated. 
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The significant increase in the ten- and 30-year yields from July 2016 to June 20181 

is highly related to increasing inflation.  To that point, leading up to and following the 2 

November 2016 Presidential election, expected inflation, as measured by the breakeven 3 

forward inflation rate and the zero-coupon inflation index swaps also increased.  Although 4 

those measures of forward inflation fell somewhat between February and June 2017, they 5 

have increased since that period, such that they are similar to, yet somewhat above, the 6 

Federal Reserve’s 2.00 percent inflation target (see Chart 4 below).7 

Chart 4: Five-Year Forward Inflation458 

9 

Lastly, on September 20, 2017, the Federal Reserve announced that it will “initiate 10 

the balance sheet normalization program described in the June 2017 Addendum to the11 

Committee’s Policy Normalization Principles and Plans.”46 Those “Principles and Plans”12 

call for reducing the reinvestment of principal payments received from its holdings of 13 

Treasury securities by up to $30 billion per month, and mortgage-backed securities by up 14 

 
45 Source: Bloomberg Professional Services.
46 Federal Reserve Press Release, September 20, 2017. 
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to $20 billion per month.47 At the same time, the Federal Reserve will continue considering 1 

increases to the Federal Funds target rate; as noted below, current market data indicate an 2 

approximately 94.30 percent likelihood of further rate increases by January 2019.3 

Q. DOES MARKET-BASED DATA INDICATE THAT INVESTORS SEE A 4 

PROBABILITY OF INCREASING INTEREST RATES?5 

A. Yes.  Forward Treasury yields implied by the slope of the yield curve and published 6 

projections by sources such as Blue Chip Financial Forecasts (which provides consensus 7 

estimates from approximately 50 professional economists) indicate investors expect long-8 

term interest rates to increase.  Looking to short-term interest rates, data compiled by CME 9 

Groups indicates that investors see a high likelihood of further Federal Funds rate 10 

increases, even after the six increases between December 14, 2016 and June 13, 2018.  As 11 

shown in Table 10, (below) the market is now anticipating at least one additional rate hike 12 

(94.30 percent probability) and possibly two or more (55.70 percent) by January 2019.13 

Table 10: Probability of Federal Funds Rate Increases4814 

Target Rate 
(bps)

Federal Reserve Meeting Date

8/1/18 9/26/18 11/8/18 12/19/18 1/30/19

175-200 98.0% 15.7% 15.3% 6.3% 5.7%

200-225 2.0% 82.6% 80.9% 42.5% 38.6%

225-250 0.0% 1.7% 3.8% 48.9% 48.2%

250-275 0.0% 0.0% 2.2% 7.2%

275-300 0.0% 0.0% 0.0% 0.3%

 
47 Federal Reserve, Addendum to the Policy Normalization Principles and Plans As adopted effective June 13, 

2017.
48 Source: http://www.cmegroup.com/trading/interest-rates/countdown-to-fomc.html, accessed June 15, 2018.
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Q. HAVE YOU ALSO REVIEWED THE RELATIONSHIP BETWEEN CREDIT 1 

SPREADS FOR A-RATED UTILITY DEBT RELATIVE TO A-RATED 2 

CORPORATE DEBT?3 

A. Yes, I have.  Given the historical volatility in the spread between corporate and 4 

utility A-rated debt, there is no reason to conclude that utility yields are different than those 5 

of their corporate counterparts.  That conclusion is consistent with the finding that over 6 

time, there has been a nearly one-to-one relationship between credit spreads on A-rated 7 

corporate and utility bonds.  In fact, a regression analysis in which corporate credit spreads 8 

are the explanatory variable and utility credit spreads are the dependent variable shows that 9 

slope is approximately 1.00 and highly significant (see Chart 5, below).  Because the 10 

intercept term is nearly zero, we can conclude that there has been no material difference 11 

between the two, and there certainly is no meaningful difference in the current market.12 

Chart 5: Corporate and Utility Credit Spreads (A-Rated)4913 

 
49 Source: Federal Reserve Schedule H.15.
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Q: HAVE THERE BEEN RECENT PERIODS WHEN UTILITY VALUATION 1 

LEVELS WERE HIGH RELATIVE TO BOTH THEIR LONG-TERM AVERAGE 2 

AND THE MARKET?3 

A: Yes.  For example, between July and December 2016, the S&P Electric Utility 4 

Index lost approximately 9.00 percent of its value.  At the same time, the S&P 500 5 

increased by approximately 7.00 percent, indicating that the utility sector under-performed 6 

the market by about 16.00 percent.  Also during that time, the 30-year Treasury yield 7 

increased by approximately 95.00 basis points (an increase of nearly 45.00 percent).  The 8 

point simply is that as interest rates increased, utility valuations fell.  Because (as noted 9 

above) investors see the strong likelihood of further interest rate increases, there is a 10 

continuing risk of losses in the utility sector.11 

Q. WHAT CONCLUSIONS DO YOU DRAW FROM YOUR ANALYSES OF THE 12 

CURRENT CAPITAL MARKET ENVIRONMENT, AND HOW DO THOSE 13 

CONCLUSIONS AFFECT YOUR ROE RECOMMENDATION?14 

A. In my view, we cannot conclude that the recent levels of utility valuations are due 15 

to a fundamental change in the risk perceptions of utility investors.  There is no measurable 16 

difference between credit spreads of A-rated utility debt, and A-rated corporate debt.  That 17 

is, based on analyses of credit spreads, there is no reason to conclude that investors see 18 

utilities as less risky relative to either historical levels or to their corporate counterparts.19 

From an analytical perspective, it is important that the inputs and assumptions used 20 

to arrive at an ROE determination, including assessments of capital market conditions, are 21 

consistent with the conclusion itself.  Although all analyses require an element of judgment, 22 

the application of that judgment must be made in the context of the quantitative and 23 

Appendix A 
Page 52 of 203

ELEC
TR

O
N
IC
ALLY

FILED
-2018

Septem
ber24

6:09
PM

-SC
PSC

-D
ocket#

2017-305-E
-Page

53
of204



DOCKET NO. 2017-370-E
ROBERT B. HEVERT

Page 53 of 78

qualitative information available to the analyst and the capital market environment in 1 

which the analyses were undertaken.  Because the application of financial models and 2 

interpretation of their results often is the subject of differences among analysts in regulatory 3 

proceedings, it is important to review and consider a variety of data points; doing so enables 4 

us to put in context both quantitative analyses and the associated recommendations.5 

Because not all models used to estimate the Cost of Equity adequately reflect those 6 

changing market dynamics, it is important to give appropriate weight to the methods and 7 

to their results.  Moreover, because those models produce a range of results, it is important 8 

to consider the type of data discussed above in determining where the Companies’ ROE 9 

falls within that range.  As described in Section VI, on balance, the DCF-based results 10 

should be viewed very carefully, and that somewhat more weight should be afforded the 11 

Risk Premium-based methods.  Doing so results in a recommended range of 10.25 percent 12 

to 11.00 percent, with my ROE estimate of 10.75 percent falling at the mid-point of that 13 

range.14 

Q. ARE THERE OTHER RECENT MARKET DEVELOPMENTS THAT ALSO 15 

SHOULD BE CONSIDERED IN SETTING THE COMPANY’S ROE IN THIS 16 

PROCEEDING?17 

A. Yes.  On December 22, 2017, the President of the United States signed into law the 18 

TCJA.  Since shortly before the TCJA was signed, electric utilities (as measured by my 19 

updated proxy group) have significantly underperformed the overall market.  As Chart 620 

(below) demonstrates, from November 1, 2017 through June 15, 2018 the S&P 500 gained 21 

about 7.77 percent in value whereas the Proxy Group lost about 8.55 percent, 22 

underperforming the overall market by more than 16.00 percentage points.23 
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Chart 6: Relative Performance Since November 2017 1 

2 

A reasonable inference to be drawn from that data is that investors have been re-3 

evaluating electric utilities relative to other market sectors.  To the extent investors now 4 

view utilities as less attractive relative to alternative investments, the proxy companies’5 

prices will fall, and the dividend yields will increase.  As explained below, because rating 6 

agencies have begun to discuss the consequences of the TCJA for utilities’ cash flow, a 7 

reasonable conclusion is that equity investors also have begun to recognize those 8 

consequences, and to allocate their capital to other market sectors.9 

Q. HAVE THE PROXY COMPANIES’ DIVIDEND YIELDS INCREASED 10 

COINCIDENT WITH THE TCJA?11 

A. Yes, since the beginning of December 2017 the dividend yield for my revised proxy 12 

group increased by about 52 basis points, while the 30-year Treasury yield increased by 13 

about 29 basis points (see Chart 7, below). Again, that data suggests the fall in price among 14 

utility stocks may be a matter of relative value stemming from concerns regarding the 15 

TCJA’s effect on utilities’ cash flow.  As discussed below, Moody’s, S&P, and Fitch all 16 
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recently have evaluated the utility sector in the context of the TCJA, with Moody’s noting 1 

negative ratings implications for many of the utilities it covers.2 

Chart 7: Proxy Group Dividend Yield vs. 30-Year Treasury Yield503

4 

Q. WHAT CONCERNS HAVE RATING AGENCIES RAISED AS THEY CONSIDER 5 

THE IMPLICATIONS OF THE TCJA FOR UTILITIES’ CASH FLOW?6 

A. Rating agencies have observed that a reduction in utilities’ revenue associated with 7 

lower income taxes and the potential return of excess accumulated deferred income taxes 8 

also may reduce utilities’ cash flow.51 As FitchRatings pointed out “[a]bsent mitigating 9 

strategies on the regulatory front, this is expected to lead to weaker credit metrics and 10 

negative rating actions for issuers with limited headroom to absorb the leverage creep.”5211 

In a similar vein, Standard & Poor’s observed that the TCJA is “…negative for credit 12 

quality because the combination of a lower tax rate and the loss of stimulus provisions 13 

50 Source: S&P Global Market Intelligence.  
51 See S&P Global Market Intelligence, Rating agencies warn tax reform could draft US utility sector credit 

quality, January 25, 2018.
52 FitchRatings Special Report, Tax Reform Impact on the U.S. Utilities, Power & Gas Sector, January 24, 

2018.
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related to bonus depreciation or full expensing of capital spending will create headwinds 1 

in operating cash-flow generation capabilities as customer rates are lowered in response to 2 

the new tax code.”53 Moody’s stated the following:3 

Tax reform is credit negative for US regulated utilities because the lower 4 
21% statutory tax rate reduces cash collected from customers, while the 5 
loss of bonus depreciation reduces tax deferrals, all else being equal. 6 
Moody’s calculates that the recent changes in tax laws will dilute a 7 
utility’s ratio of cash flow before changes in working capital to debt by 8 
approximately 150 - 250 basis points on average, depending to some 9 
degree on the size of the company’s capital expenditure programs. From 10 
a leverage perspective, Moody’s estimates that debt to total 11 
capitalization ratios will increase, based on the lower value of deferred 12 
tax liabilities.5413 

All three major rating agencies, therefore, have observed the negative effects of the TCJA 14 

on utilities’ cash flow, and the potential consequences for utilities’ credit profiles.15 

Q. HAS MOODY’S RECENTLY UPDATED ITS REVIEW OF THE UTILITY 16 

SECTOR?17 

A. Yes.  On June 18, 2018 Moody’s changed its outlook on the U.S. regulated utility 18 

sector to “negative” from “stable.” Moody’s explained that its change in outlook 19 

“…primarily reflects a degradation in key financial credit ratios, specifically the ratio of 20 

cash flow from operations to debt, funds from operations (FFO) to debt and retained cash 21 

flow to debt, as well as certain book leverage ratios.” 55 The sector’s outlook could remain 22 

“negative” if cash flow-based metrics continue to decline, or if there emerge signs of a 23 

more “contentious” regulatory environment (which, Moody’s notes, is not fully reflected 24 

 
53 S&P Global Ratings, U.S. Tax Reform: For Utilities’ Credit Quality, Challenges Abound, January 24, 2018.
54 Moody’s Investors’ Service, Rating Action: Moody’s changes outlooks on 25 US regulated utilities primarily 

impacted by tax reform, January 19, 2018.
55 See Moody’s Investors Service, Announcement: Moody’s changes the US regulated utility sector outlook to 

negative from stable, June 18, 2018.  
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in lower authorized returns).1 

Q. IS THERE A COMMON APPROACH TO RESOLVING RATEMAKING ISSUES 2 

ASSOCIATED WITH THE TCJA ACROSS REGULATORY JURISDICTIONS?3 

A. Although nearly all jurisdictions have begun to address the implications of tax 4 

reform in some fashion, there does not yet appear to be a common approach.56 In certain 5 

instances, regulatory commissions have required utilities to calculate a regulatory liability 6 

associated with the lower tax rate, with the liability’s disposition to be determined in future 7 

rate proceedings.  In other instances, utilities have proposed combinations of lower costs 8 

of service (owing to the lower tax rate), offset to some extent by higher depreciation rates 9 

as a means of mitigating future rate increases due to potentially lower deferred tax balances, 10 

or other company-specific considerations, including protecting their pre-TCJA credit 11 

quality.57 Consequently, the eventual effect of the TCJA on the Company’s financial 12 

profile and credit quality remains unclear.  Such uncertainty remains a concern for both 13 

debt and equity investors.14 

Broader trends are beginning to materialize across the industry. As noted by RRA: 15 

A marginal increase in authorized ROEs has become discernible [in the 16 
first four months of 2018], and may accelerate in order to recognize 17 
increased risk due to constrained cash flows expected to develop as a 18 
result of the federal tax reform.5819 

RRA further writes: 20 

It is clear, however, that utility cash flows are likely to be reduced due 21 
to the return of excess deferred taxes, the refunding of over-collections 22 

 
56 See, for example, S&P Global Market Intelligence, RRA Financial Focus, Utility Impact of the Tax Cuts and 

Jobs Act, March 19, 2018, at 6.
57 See, e.g. , North Carolina Utilities Commission, Docket No. M-100, Sub 148, Comments of Duke Energy 

Carolinas, and Duke Energy Progress, dated February 1, 2018.
58 See Regulatory Research Associates, Themes in US energy utility markets and regulation, April 30, 2018, at 

1.

Appendix A 
Page 57 of 203

ELEC
TR

O
N
IC
ALLY

FILED
-2018

Septem
ber24

6:09
PM

-SC
PSC

-D
ocket#

2017-305-E
-Page

58
of204



DOCKET NO. 2017-370-E
ROBERT B. HEVERT

Page 58 of 78

that occur until new rates are in put into effect, and reductions in revenue 1 
requirements on an ongoing basis.592 

The maintenance of credit quality and financial integrity in response to the TCJA therefore 3 

is an important consideration to utilities, and to rating agencies.4 

Q. HAVE THE MAJOR RATING AGENCIES ALSO DISCUSSED POSSIBLE 5 

REGULATORY REACTIONS TO THE CASH FLOW IMPLICATIONS OF THE 6 

TCJA?7 

A. Yes.  In its January 2018 report, Moody’s identified approaches to help preserve 8 

credit profiles, including “…accelerated cost recovery of certain regulatory assets or future 9 

investment; changes to the equity layer or allowed ROEs in rates, and other actions.”10 

Moody’s also suggested that “[c]hanges to corporate financial policies could include 11 

changes to capitalization, the financing of future investments, dividend growth, or 12 

others.”60 In the more recent (June 2018) announcement of its downgrade in the utility 13 

sector outlook, Moody’s noted that “[m]anagement teams’ defensive efforts and a few 14 

initial signs of supportive regulatory responses to tax reform are important first steps in 15 

addressing the sector’s increased financial risk.” Moody’s further explained that in its 16 

view, “it will take longer than 12 - 18 months for the sector to exhibit a material financial 17 

improvement from these actions.”61 In January 2018, Fitch Ratings observed the 18 

following:19 

20 

 
59 Ibid, at 3.
60 See Moody’s Investors’ Service, Rating Action: Moody’s changes outlooks on 25 US regulated utilities 

primarily impacted by tax reform, January 19, 2018.
61 See Moody’s Investors Service, Announcement: Moody’s changes the US regulated utility sector outlook to 

negative from stable, June 18, 2018.  
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A majority of states have opened dockets or requested all utilities in the 1 
state to submit an analysis on the implications of the tax reform. While 2 
regulators will be keen to provide some sort of rate relief for customers, 3 
such actions could take many forms and vary in time frame. Some 4 
jurisdictions may be open to a negotiated outcome that focuses more on 5 
benefits of rate stability and creditworthy utilities rather than immediate rate 6 
reductions. In the former, many tools could be employed, including the 7 
following: 8 

9 
• Deferral of lower tax expense to use as an offset to expected future rate 10 

increases either from the recovery of regulatory deferrals or rate base 11 
growth 12 

• Return of excess unprotected ADIT over a longer-term horizon13 
• Increase in authorized equity ratio and/or return on equity 14 
• Accelerated depreciation on some assets 15 
• Lower capex6216 

As Moody’s and S&P both have noted, regulatory responses may vary by company and 17 

jurisdiction, but may include a variety of potential approaches.18 

Q. WHAT CONCLUSIONS DO YOU DRAW FROM THE DATA AND 19 

INFORMATION DISCUSSED ABOVE?20 

A. There is little question the TCJA has increased cash flow-related risks for utilities.  21 

Those risks are manifested in the sector’s significant underperformance relative to the 22 

broad market, and in the comments of financial participants such as Moody’s, S&P, and 23 

Fitch.  Based on the data and information discussed above, it is my view that the TCJA, 24 

and its implications for utilities’ cash flows and credit profiles, further support looking to 25 

the upper end of the range of results when setting the Company’s ROE. 26 

 
62 FitchRatings Special Report, Tax Reform Impact on the U.S. Utilities, Power & Gas Sector, January 24, 

2018.
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Q. PLEASE NOW SUMMARIZE YOUR POSITION REGARDING THE DCF AND 1 

RISK PREMIUM-BASED MODELS, AND HOW THE RESULTS SHOULD BE 2 

CONSIDERED IN DETERMINING THE COMPANY’S ROE.3 

A. Based on the full range of DCF and Risk Premium-based estimates and considering 4 

other model results and data available to investors, the recent performance of electric utility 5 

stocks relative to the broad market, the recent actions by Moody’s, and the potential effect 6 

of the TCJA, I continue to believe the Company’s Cost of Equity falls in the range of 10.25 7 

percent to 11.00 percent, with 10.75 percent as a reasonable point estimate.  8 

VIII. PRO FORMA ANALYSES OF THE COMPANY’S EARNED RETURN ON
COMMON EQUITY

9 
Q. AS A PRELIMINARY MATTER, WHAT IS THE RELATIONSHIP BETWEEN 10 

THE MARKET-REQUIRED RETURN ON EQUITY DISCUSSED EARLIER IN 11 

YOUR SWORN STATEMENT, AND THE EARNED RETURN ON EQUITY 12 

CALCULATED IN YOUR PRO FORMA ANALYSES?13 

A. The market-required return measures the return investors require if they are to 14 

invest in the equity of a company comparable to SCE&G.  As a matter of ratemaking, that 15 

return is applied to the book value of common equity to develop the return portion of the 16 

overall revenue requirement.  For the purpose of this analysis, I therefore assumed that the 17 

market-required ROE is the same as earned Return on Common Equity.18 

Q. BASED ON THE COMPANY’S DECEMBER 2017 FINANCIAL STATEMENTS, 19 

WHAT WAS ITS EARNED RETURN ON COMMON EQUITY?20 

A. The South Carolina retail jurisdictional earned return on equity was 8.30 percent.  21 

That return assumes a capital structure of 47.11 percent long-term debt, a 5.86 percent cost 22 
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of debt, and an equity ratio of 52.89 percent.63 As a point of reference, the Company’s1 

jurisdictional earned ROE was 245 basis points below the 10.75 percent estimated ROE, 2 

and 244 basis points above its 5.86 percent embedded cost of debt. 3 

Q. HOW DOES THE COMPANY’S EARNED RETURN COMPARE TO THOSE OF 4 

THE UTILITY OPERATING COMPANIES HELD WITHIN YOUR PROXY 5 

GROUP?6 

A. As Chart 8 (below) demonstrates, since 2012 the annual median earned Return on 7 

Average Common Equity among the operating companies within the proxy group was in 8 

the range of 9.17 percent to 9.79 percent; the median return over the entire period was 9.549 

percent. The Company’s December 2017 earned Return on Equity (8.30 percent) falls 10 

below the median earned return by 124 basis points.  From a somewhat different 11 

perspective, the Company’s earned Return on Equity fell within the bottom 27th percentile 12 

of earned returns since 2012.13 

 
63 See, Quarterly Report for South Carolina Electric & Gas Company, filed March 16, 2018.
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Chart 8: Operating Utility Median 1 

Earned Return on Average Common Equity (%)642 

3 

4 

Q. PLEASE NOW SUMMARIZE THE OTHER SCENARIOS YOU CONSIDERED.5 

A. I considered the following four separate scenarios:6 

1. The Customer Benefits Plan;7 

2. The No Merger Benefits Plan;8 

3. The Base Request; and9 

4. Experimental rates under the Act, if made permanent.10 

I discuss each of those scenarios in turn, below.11 

 
64 Source: S&P Global Market Intelligence.
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Q. BEFORE TURNING TO THE INDIVIDUAL SCENARIOS, PLEASE 1 

SUMMARIZE YOUR ANALYTICAL APPROACH TO ESTIMATING THE PRO 2 

FORMA EFFECT OF THE SCENARIOS NOTED ABOVE.3 

A. I first replicated the Company’s calculated Adjusted Retail Electric Rate of Return 4 

(7.15 percent) and Return on Equity (8.30 percent) for the twelve months ended December 5 

31, 2017.65 Having done so, I then considered the incremental effect on the Company’s6 

December 2017 Return on Equity of the four scenarios listed above. In each case, my 7 

analyses were based on information provided by the Company. I understand that in each 8 

case, the Company excluded the incremental effects of the TCJA which are being passed 9 

through to customers through proposed rate riders.10 

As Ms. Griffin testifies, each scenario is based on SCE&G’s debt to equity ratios 11 

and capital structure prior to impairments. SCE&G also has computed the returns under 12 

each of the regulatory plans or proposals that reflect earnings on an impaired capital 13 

investment under those plans or proposals, but does not adjust the capital structure to reflect 14 

the amounts written off for accounting purposes through impairments. The resulting new 15 

nuclear development project (“NND Project”) capital cost impairments and ROEs are 16 

shown in Charts 9 and 10, below.   17 

 
65 See, Quarterly Report for South Carolina Electric & Gas Company, filed March 16, 2018.
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Chart 9: Summary of Pro Forma Capital Cost Impairment Charges ($ millions)661 

2 

Chart 10: Summary of Pro Forma Scenarios (ROE)673 

4 

It is important to note we should not assume an impairment charge far greater than 5 

the next-highest scenario is of little consequence, simply because the pro forma Return on 6 

Common Equity is not correspondingly diluted.  As Ms. Griffin and Ms. Lapson each 7 

 
66 Source: Company-provided data.  Direct Testimony of Iris N. Griffin, pp. 39-44.
67 Source: Company-provided data.  Direct Testimony of Iris N. Griffin, pp. 39-44.
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explain, the financial community – including credit rating agencies – look far beyond pro 1 

forma metrics in assessing the Company’s financial integrity.  The consequences of a 2 

severely diminished financial profile are significant; Ms. Griffin and Ms. Lapson also3 

discuss the effect on SCE&G’s ability to access the short and long-term capital markets 4 

needed to fund its day-to-day operations, and to fund its continuing investments in the 5 

assets required to provide safe and reliable utility service. And equally as important, an 6 

impairment means that equity investors are given no return on the corresponding portion 7 

of their investment in the assets of the Company.8 

Q. TURNING NOW TO THE INDIVIDUAL SCENARIOS, PLEASE SUMMARIZE 9 

THE CUSTOMER BENEFITS PLAN AND ITS PRO FORMA EFFECT ON THE 10 

COMPANY’S RETURN ON COMMON EQUITY.11 

A. On January 12, 2018, SCE&G and Dominion Energy filed a Joint Application, 12 

seeking review and approval of a proposed transaction through which SCANA would 13 

become a wholly owned subsidiary of Dominion Energy. I further understand this business 14 

combination is contingent upon the Commission’s approval of a customer benefit and cost 15 

recovery plan (the “Customer Benefits Plan”). Company Witnesses Addison, Griffin, and 16 

Kochems discuss the Customer Benefits Plan in more detail. However, I understand this 17 

plan provides, among other things, that all current SCE&G electric customers would 18 

receive one-time rate credits totaling $1.30 billion. SCE&G also would forego recovery 19 

of its investment associated with the BLRA by a cumulative amount of approximately 20 

$1.40 billion, which includes both the prior impairments taken by SCE&G, as well as the 21 

write-off of approximately $360 million in regulatory assets related to the NND Project. In 22 

addition, Dominion Energy will provide SCE&G’s customers with an immediate bill 23 
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reduction of approximately 3.50 percent as compared to its annualized May 2017 retail 1 

electric rates and subject to fuel clause adjustments and other non-NND adjustments, 2 

including rate case adjustments. Coupled with bill credits for tax benefits associated with 3 

the TCJA, the total reduction will be approximately 7.00 percent and SCE&G will write 4 

off the $180 million purchase of a 540-MW combined-cycle natural gas-fired power 5 

plant.686 

As discussed by Ms. Griffin, the Customer Benefits Plan would result in a pro 7 

forma ROE of 8.83 percent. However, this 8.83% return is achieved only after SCE&G 8 

writes off approximately $2.8 billion in assets, which includes the cumulative capital cost 9 

impairment of $1.4 billion as noted in Chart 9 above. This means that in addition to the 10 

8.83% return on remaining assets, SCE&G’s investors will not earn a return on or receive 11 

recovery of this $2.8 billion in assets going forward.12 

Q. PLEASE NOW SUMMARIZE THE NO MERGER BENEFITS PLAN AND ITS 13 

PRO FORMA EFFECT ON THE COMPANY’S ROE.14 

A. Company Witnesses Addison, Griffin, and Kochems discuss in more detail the 15 

provisions of the “No Merger Benefits Plan. Generally, however, the “No Merger Benefits 16 

Plan” would provide retail electric customers a bill reduction of 3.50 percent as compared 17 

to annualized May 2017 retail electric rates and subject to fuel clause adjustments and other 18 

non-NND adjustments, including rate case adjustments. SCE&G also would apply the 19 

Toshiba Corporate Guarantee Settlement Payments, net of amounts used to satisfy Project 20 

liens, in an amount of approximately $1.10 billion to reduce the outstanding balance of the 21 

NND Project investment. As with the Customer Benefits Plan, the Company would not 22 

 
68 See Direct Testimony of Jimmy E. Addison, pp. 17-19.
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seek rate recovery of the approximately $180 million initial capital investment in a 540-1 

MW combined-cycle natural gas-fired power plant as well as approximately $360 million 2 

in regulatory assets related to the NND Project. The No Merger Benefits Plan provides that 3 

all capital costs of the NND Project, less a $490 million write-off, would be amortized and 4 

recovered on a straight-line basis over a fixed 50-year period, at approximately $62 million 5 

per year.696 

As discussed by Ms. Griffin, the No Merger Benefits Plan plan would result in a7 

pro forma ROE of 8.53 percent. But this 8.53% return is achieved only after SCE&G writes 8 

off approximately $1.1 billion in assets, which includes the cumulative capital cost 9 

impairment of $490 million as noted in Chart 9 above. This means that, in addition to the 10 

8.53% return on remaining assets, SCE&G’s investors will not earn a return on or receive 11 

recovery of this $1.1 billion in assets going forward.12 

Q. PLEASE NOW SUMMARIZE THE COMPANY’S BASE REQUEST AND ITS PRO 13 

FORMA EFFECT ON THE COMPANY’S ROE.14 

A. Company Witnesses Addison, Griffin, and Kochems discuss the provisions of the 15 

Base Request in more detail. However, I understand the Base Request would only become 16 

the Company’s request if the Customer Benefits Plan is not approved, or if the merger 17 

between SCANA and Dominion Energy does not close and the Commission rejects the No 18 

Merger Benefits Plan.  Under those conditions, the Base Request would contain no rate 19 

mitigation terms beyond the Company’s decision not to seek rate relief in the current 20 

 
69 See Direct Testimony of Jimmy E. Addison, pp. 44-46.
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docket.70 Under the Base Request, there is no impairment charge (see Chart 9, above), and 1 

the pro forma ROE is 9.19 percent (see Chart 10, above).2 

Q. PLEASE SUMMARIZE THE EXPERIMENTAL RATES UNDER THE ACT3 

SCENARIO AND ITS PRO FORMA EFFECT ON THE COMPANY’S ROE.4 

A. As explained by Ms. Griffin, if the rate reduction provisions of the Act were made 5 

permanent, resulting in a reduction to SCE&G’s annual retail electric revenue of $367 6 

million, SCE&G’s earned return on equity would be 5.16 percent.  For financial accounting7 

purposes, if the rates contemplated by the Act were permanent rates, SCE&G would be 8 

required to record a total impairment of approximately $2.90 billion, which includes the 9 

cumulative capital cost impairment of $2.4 billion as noted in Chart 9 above. After 10 

impairing rate base, the ROE would increase to 6.67 percent, but there would be no 11 

additional earnings to provide a return to investors.  The increase is caused entirely by the 12 

reduction in rate base recognized for accounting or regulatory purposes.13 

Q. TO PUT THOSE RESULTS IN CONTEXT, HAVE YOU REVIEWED EQUITY 14 

RETURNS THAT HAVE BEEN AUTHORIZED FOR VERTICALLY 15 

INTEGRATED ELECTRIC UTILITIES?16 

A. Yes, I have.  From January 2014 through June 2018, the mean and median 17 

authorized equity return for vertically integrated electric utilities were 9.80 percent and 18 

9.75 percent, respectively.71 Therefore, under the Experimental Rates, if made permanent, 19 

SCE&G’s pro forma ROE would be over 300 basis points below the returns available to 20 

other vertically integrated electric utilities.21 

 
70 See Direct Testimony of Jimmy E. Addison, pp. 46-47.
71 Source: S&P Global Market Intelligence.
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Q. ARE AUTHORIZED RETURNS, AND THE REGULATORY ENVIRONMENT IN1 

WHICH THEY ARE DETERMINED, IMPORTANT TO INVESTORS AND THE 2 

FINANCIAL COMMUNITY?3 

A. Yes, they are.  Any operating utility’s credit rating and outlook depend substantially 4 

on the extent to which rating agencies view the regulatory environment credit supportive, 5 

or not.  Moody’s, for example, finds the regulatory environment to be so important that 6 

50.00 percent of the factors that weigh in its ratings determination are determined by the 7 

nature of regulation.72 Given the capital-intensive nature of utility operations, the 8 

corresponding need to access external capital, and the weight rating agencies place on the 9 

nature of the regulatory environment, it is important to consider the extent to which the 10 

jurisdictions that recently have authorized ROEs for electric utilities are viewed as having 11 

constructive regulatory environments.12 

Q. HAS SOUTH CAROLINA GENERALLY BEEN VIEWED AS HAVING A 13 

CONSTRUCTIVE REGULATORY ENVIRONMENT?14 

A. Prior to the events leading up to this proceeding, yes, it has.  Regulatory Research 15 

Associates (“RRA”), which is a widely referenced source of rate case data, provides an 16 

assessment of the extent to which regulatory jurisdictions are constructive from investors’17 

perspectives, or not.  As RRA explains, less constructive environments are associated with 18 

higher levels of risk:19 

RRA maintains three principal rating categories for regulatory climates: 20 
Above Average, Average, and Below Average.  Within the principal rating 21 
categories, the numbers 1, 2, and 3 indicate relative position. The 22 
designation 1 indicates a stronger rating; 2, a mid-range rating; and, 3, a 23 
weaker rating.  The evaluations are assigned from an investor perspective 24 

 
72 Moody’s Investors Service, Rating Methodology: Regulated Electric and Gas Utilities, December 23, 2017, 

at 6.

Appendix A 
Page 69 of 203

ELEC
TR

O
N
IC
ALLY

FILED
-2018

Septem
ber24

6:09
PM

-SC
PSC

-D
ocket#

2017-305-E
-Page

70
of204



DOCKET NO. 2017-370-E
ROBERT B. HEVERT

Page 70 of 78

and indicate the relative regulatory risk associated with the ownership of 1 
securities issued by the jurisdiction’s utilities.  The evaluation reflects our 2 
assessment of the probable level and quality of the earnings to be realized 3 
by the state’s utilities as a result of regulatory, legislative, and court 4 
actions.735 

Until recently, RRA ranked South Carolina as “Average/1,” which falls in the top one-third 6 

of the 53 regulatory commissions ranked by it.  In early October 2017, RRA reduced South 7 

Carolina’s ranking to “Average/2” due to the “heightened risk surrounding the recovery of 8 

the nuclear costs.”749 

Q. DID YOU CONSIDER THOSE DISTINCTIONS IN YOUR REVIEW OF 10 

AUTHORIZED RETURNS RELATIVE TO THE PRO FORMA ROE?11 

A. Yes, I did.  As Table 11 (below) indicates, authorized ROEs for vertically integrated 12 

electric utilities in jurisdictions rated Average/2 range from 9.10 percent to 10.10 percent; 13 

among those ranked Average/1 and higher (that is, South Carolina’s ranking until October 14 

2017).15 

Table 11: Average Authorized ROE by RRA Ranking7516 

Authorized ROE (%) 
Vertically Integrated Electric Utilities

RRA Ranking
Greater than 
Average/2 Average/2

Less than 
Average/2

Average 10.00 9.58 9.66

Median 10.00 9.56 9.50

Maximum 10.55 10.10 11.95

Minimum 9.50 9.10 9.30

17 

 
73 Source: Regulatory Research Associates, accessed July 27, 2018.  
74 Ibid.
75 January 2014 through June 2018.  Source: Regulatory Research Associates.  
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Q. YOU STATED EARLIER THAT, FOR THE PURPOSE OF YOUR ANALYSIS, 1 

YOU ASSUMED THE MARKET-BASED COST OF EQUITY EQUALS THE 2 

ACCOUNTING-BASED RETURN ON EQUITY. IF THE SCENARIOS 3 

DISCUSSED ARE APPROVED, WOULD THAT ASSUMPTION HOLD?4 

A. No, it would not.  Rather, the market-required Cost of Equity is likely to increase.  5 

Recall that (as discussed in Section V), the Cost of Equity is estimated by reference to a 6 

group of proxy companies.  None of those companies is expected to earn an equity return 7 

as low as 6.67 percent. As noted above, we do know that the regulatory environment is 8 

important to both debt and equity investors.  We also know that as the risk of financial 9 

distress increases (arising, for example, from an equity return well below the cost of debt), 10 

the market-required Return on Equity also increases. As Ms. Griffin and Ms. Lapson 11 

discuss, financial distress is a real and quite meaningful risk to investors in SCE&G.12 

Although I have not attempted to precisely quantify how investors would react to a 13 

decision that makes the Experimental Rates permanent and effectively authorizes an ROE 14 

of 6.67 percent, based on a significantly impaired equity base, from my experience and 15 

research I do know that such a low return has never been authorized in the United States 16 

for an electric utility comparable to SCE&G.76 What is clear and indisputable, however, 17 

is that when the Company’s financial integrity is compromised, as it would be under 18 

various scenarios discussed above, its market-required Cost of Equity would be 19 

dramatically greater than my 10.75 percent estimated Return on Equity, and these much 20 

greater returns would be paid by customers for years in order to induce investors to 21 

recapitalize the firm.22 

 
76 Source: Regulatory Research Associates.
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Q. IS THERE A WAY TO GENERALLY CONSIDER THE IMPLICATIONS OF A1 

SEVERELY COMPROMISED FINANCIAL PROFILE FOR THE COMPANY’S2 

COST OF EQUITY.3 

A. To help put those implications in some context, I looked at the incremental return 4 

required on below investment grade utility debt relative to investment grade debt. Based 5 

on data from Bloomberg Professional, since June 2017 the difference in yields on 30-year6 

utility bonds rated within the BBB ratings categories, and utility bonds rated below 7 

investment grade (in the BB ratings category) has been about 220 basis points.77 Although8 

I believe equity return requirements would be much higher than spreads in the bond market, 9 

if we simply use this measure, the corresponding Cost of Equity would be approximately 10 

12.95 percent (10.75 percent plus 2.20 percent).  11 

As noted earlier, however, equity investors bear the residual risk of ownership in 12 

perpetuity.  And although below investment grade debt has risks greater than its investment 13 

grade counterparts, it still has protections not available to equity investors, and a priority 14 

claim on cash flows relative to equity investors.  Consequently, in my opinion the Cost of 15 

Equity would increase much more than the cost of debt.  16 

 
77 BBB = 4.2357 percent.  BB = 6.4264 percent.  Difference (6.4264 percent – 4.2357 percent) = 2.19 percent, 

or 219 basis points.  Source: Bloomberg Professional.
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Q. GIVEN THE FUNDAMENTAL DIFFERENCES BETWEEN DEBT AND EQUITY, 1 

HAVE YOU CONSIDERED OTHER MEASURES OF THE INCREMENTAL 2 

RETURN THAT WOULD BE REQUIRED IF THE EXPERIMENTAL RATES 3 

WERE MADE PERMANENT?4 

A. Yes, I have.  An alternate means of assessing the implications of the financial risk 5 

associated with the Experimental Rates, if made permanent, is by reference to Beta 6 

coefficients.  As discussed in Section VI, Beta coefficients are measures of the subject 7 

company’s risk relative to the overall market.  Under that construct, as relative 8 

(undiversifiable) risk increases, so does the return required for taking on that risk.  9 

Therefore, differences in Beta coefficients may be seen as broad measures of incremental 10 

risk.11 

To make that assessment, it is important to identify a group of companies that likely 12 

have risks comparable to those that would be faced by investors in SCE&G if the 13 

Experimental Rates were to be made permanent. The difference between the average Beta 14 

coefficient for that group, and the average Beta coefficient provided in Exhibit 15 

No.___(RBH-4) would represent a measure of the incremental systematic risk associated 16 

with the Experimental Rates, if made permanent.  Multiplying that difference by the 17 

expected Market Risk Premium would provide a measure of the required incremental 18 

return.19 

Because no two companies are identical, it is unlikely a single comparison of the 20 

Company’s financial risk and profile would be fully comparable to the pro forma effect of 21 

the Experimental Rates, if made permanent. I therefore developed a comparison group of 22 

companies that (1) are classified by Value Line as operating in the Electric Utility, Power, 23 
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or Diversified Natural Gas industries, and (2) have Financial Strength Ratings (also by 1 

Value Line) of “B” or lower.  2 

Q. WHY DID YOU APPLY THOSE SPECIFIC CRITERIA?3 

A. First, Value Line is a widely-recognized source of financial information, covering 4 

industry sectors that are relevant to this analysis.  Second, Value Line’s “Financial Strength 5 

Rating” considers several factors including “[b]alance sheet leverage, business risk, the 6 

level and direction of profits, cash flow, earned returns, cash, corporate size, and stock 7 

price”78, each of which is an important consideration to equity investors. By selecting 8 

companies operating in the electric utility and energy industries, with Financial Strength 9 

Ratings similar to SCANA’s, we are able to develop a group whose Beta coefficients 10 

reasonably reflect the potential distress associated with the Experimental Rates, if made 11 

permanent and, therefore, the incremental return required of it.12 

Q. WHY DID YOU SELECT COMPANIES WITH FINANCIAL STRENGTH 13 

RATINGS OF “B” OR LOWER?14 

A. I did so because Value Line recently (May 18, 2018) reduced SCANA’s rating from 15 

“B+” to “B.” PG&E Corporation is the only other electric utility with a Financial Strength 16 

Rating that low; its Financial Strength Rating was dropped from “B++” to “B” in January 17 

2018.  Because Value Line’s Beta coefficients are calculated over five years, the effect of 18 

their recently decreased ratings would not be reflected to any meaningful degree in either 19 

SCANA’s or PG&E Corporation’s Beta coefficient.  Consequently, I looked to the 20 

“Power” and “Diversified Natural Gas” sectors for companies with Financial Strength 21 

Ratings of “B” or lower.22 

 
78 Value Line, Inc., Educational Articles, Financial Strength, January 12, 2012.
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Q. WHAT DID THAT ANALYSIS REVEAL?1 

A. As shown in Table 12 below, the average Beta coefficient for all companies (within 2 

the sectors noted above) with Financial Strength Ratings of “B” or lower is 1.16; the 3 

average for companies with “B” ratings is 1.22.  In both cases, the average was below the 4 

median and the skew was negative, indicating a relatively large number of observations 5 

toward the lower end of the respective ranges.  6 

Table 12: Average Beta Coefficients797 

OVERALL

AVERAGE 1.16
Median 1.25
Std. Dev. 0.77
Skew -0.11
# Companies 82

FINANCIAL 
STRENGTH 
RATING = 

B

Average 1.22
Median 1.38
Std. Dev. 0.62
Skew -0.89
# Companies 20

I considered 1.15 (that is, approximately equal to the 1.16 average coefficient for 8 

the Overall Group) to be a reasonable measure of the Value Line Beta coefficient associated 9 

with the Experimental Rates, if made permanent. As shown in Exhibit No.__(RBH-4), the 10 

average Value Line Beta coefficient for the utility proxy group is 0.677; the difference 11 

between 1.15 and 0.677 (i.e., 0.473) would reflect the incremental systematic risk.  Using12 

an expected Market Risk Premium of 12.8080 (see, Exhibit RBH-5), the incremental Cost 13 

of Equity would be about 605 basis points (6.05 percent; 0.473 x 12.80 percent). Adding 14 

the incremental 6.05 percent to my estimated ROE of 10.75 percent, implies a Cost of 15 

 
79 Source: Value Line.  
80 Average of the Value Line and Bloomberg-based Market Risk Premia.
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Equity of 16.80 percent.  Applying the ECAPM, the increased Beta coefficient indicates a 1 

Cost of Equity somewhat more than 17.00 percent.812 

Q. IS IT YOUR POSITION THAT UNDER THE EXPERIMENTAL RATES, IF 3 

MADE PERMANENT, THE COST OF EQUITY WOULD INCREASE TO 16.804 

PERCENT?5 

A. The Company’s Cost of Equity will depend on the impairment and the equity 6 

market’s determination of the return required to assure confidence in the financial 7 

soundness of SCE&G, and adequate to maintain and support the Company’s credit. Thus, 8 

estimating the Company’s Cost of Equity, after taking an impairment of approximately 9 

$2.90 billion, is more challenging because there is no readily available utility proxy group 10 

to use as the basis of that estimate. Nevertheless, estimating the Cost of Equity requires 11 

the application of judgment under any circumstance, and it certainly requires such 12 

judgment under the conditions described above.  In my view, establishing a potential range 13 

of incremental return requirements is a reasonable approach.  Based on the two methods 14 

noted above, it is my view that the incremental returns required by equity investors in 15 

SCE&G, assuming the Experimental Rates were made permanent, would be in the range 16 

of 220 to 625 basis points or in the range of 12.95 percent to 17.00 percent, and I believe 17 

that the true cost of capital under the Experimental Rates, if made permanent, would be at 18 

the higher end of the range.19 

 
81 Based on Equation [6]: 3.11% + (0.25 x 12.80%) + (0.75 x 1.15 x 12.80%) = 17.35%.
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Q. YOU NOTED EARLIER THAT INVESTORS WOULD REQUIRE HIGHER 1 

RETURNS JUST AS THE COMPANY REQUIRES ADDITIONAL EQUITY.  DO 2 

YOU CONTINUE TO BELIEVE THAT IS THE CASE UNDER THE 3 

EXPERIMENTAL RATES, IF MADE PERMANENT?4 

A. Yes, I do.  As explained earlier, the 6.67 percent pro forma ROE under the 5 

Experimental Rates scenario, if made permanent, includes a roughly $2.90 billion 6 

impairment charge.  As Ms. Griffin explains, under generally accepted accounting7 

principles, impairments artificially inflate the Company’s actual return because that capital 8 

is excluded from the return calculation. Because the impairment charge would reduce the 9 

equity balance, the 6.67 percent pro forma return under the Experimental Rates scenario, 10 

if made permanent, is higher than it would be if additional equity was issued, and the 11 

proceeds were used to recapitalize the Company’s balance sheet.  The concern, then, is that 12 

the Company would be in the difficult position of raising equity to help restore its financial 13 

profile at the same time investors would require a considerable premium in connection with 14 

the risks associated with the impairment charge.  15 

Q. IN YOUR VIEW, IS IT LIKELY THAT THE COMPANY’S PROPOSED 16 

SCENARIOS WOULD HAVE A SIMILAR EFFECT, ALSO SIGNIFICANTLY 17 

INCREASING ITS COST OF EQUITY?18 

A. No, I do not believe so. As explained earlier, the Company’s proposals include 19 

specific elements that reduce customer rates through multiple mechanisms.  Those 20 

proposals are certain; in each case, the amounts and timing are clear.  Although the pro 21 

forma ROE falls to 8.53 percent under the No Merger Benefits Plan, there is no uncertainty 22 

surrounding the plan, its implications for the Company’s financial performance, and the 23 
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benefits provided to ratepayers.  By comparison, because utility investors tend to be 1 

conservative and risk-averse, the Experimental Rates, if made permanent, would reduce 2 

the capital accessible to the Company, just as it is needed.  That limited supply would 3 

increase the cost of capital, to the detriment of ratepayers.  In my view, because the 4 

Company’s proposals mitigate regulatory uncertainty, their effect on SCE&G’s Cost of 5 

Equity would be considerably less than the effect brought about by permanent 6 

Experimental Rates.7 

Q. LASTLY, YOU NOTED THAT THE PRO FORMA RETURN UNDER THE 8 

EXPERIMENTAL RATES, IF MADE PERMANENT, IS 6.67 PERCENT.  IN 9 

YOUR VIEW IS THAT RETURN, WHICH FALLS BELOW THOSE AVAILABLE10 

TO, AND EARNED BY, OTHER UTILITIES, CONSISTENT WITH THE HOPE11 

AND BLUEFIELD STANDARDS?12 

A. No, I do not believe it would meet those standards. In my opinion, and as discussed 13 

by Ms. Griffin and Ms. Lapson, such a return would be insufficient to assure confidence in 14 

the financial soundness of the utility, inadequate to maintain and support credit, and 15 

inadequate to enable the Company to raise the capital needed for the proper discharge of 16 

its utility obligations. In sum, the return is so inadequate and unreasonably low as to be 17 

confiscatory.18 

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?19 

A. Yes, it does.20 
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